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RAILROAD ANTITRUST ENFORCEMENT ACT 

OF 2009 


TUESDAY, MAY 19, 2009 

House of Representatives, 

Subcommittee on Courts and 

Competition Policy 
Committee on the Judiciary, 

Washington, DC. 

The Subcommittee met, pursuant to notice, at 3 p.m., in room 
2141, Rayburn House Office Building, the Honorable Henry C. 
“Hank” Johnson, Jr. (Chairman of the Subcommittee) presiding. 

Present: Representatives Conyers, Johnson, Wexler, Jackson Lee, 
Watt, Sherman, Coble, Goodlatte, and Harper. 

Also present: Representatives Scott and Smith. 

Staff present: Anant Raut, Majority Counsel. 

Mr. Johnson. This hearing of the Committee on the Judiciary’s 
Subcommittee on Courts and Competition Policy will now come to 
order. Without objection, the Chair is authorized to declare a re- 
cess. 

Today’s hearing is about H.R. 233, a bill that would eliminate 
antitrust exemptions in the railroad industry. The bill would en- 
able the Department of Justice and the Federal Trade Commission 
to enforce antitrust laws in the railroad industry. The bill would 
also restore the full range of antitrust rights and remedies to pri- 
vate parties. 

Under the Interstate Commerce Commission, and later the Sur- 
face Transportation Board, the number of class one railroads in 
this country shrank from 63 to 7. As of now, four of the class ones 
handle 90 percent of the Nation’s rail carrier traffic, two to the 
East and two to the West. 

The effect of this consolidation has been an increase in prices. 
According to an October 2006 GAO study, the volume of traffic 
traveling at significantly noncompetitive rates has increased since 
1985. The rates paid by so-called “captive shippers,” that is ship- 
pers with only one carrier option, on part of that route are, on aver- 
age, almost 21 percent higher than on competitive routes, costing 
shippers an additional $1.3 billion every year. 

These costs are ultimately passed on to consumers as higher 
prices. They mean higher prices at the dealership for the cars 
transported by rail. They mean higher prices at the grocery store 
for the crops shipped by rail, et cetera, et, cetera, et cetera. 

As a matter of public policy, we shy away from antitrust exemp- 
tion. The Antitrust Modernization Commission, created by this 

( 1 ) 
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Committee, made the following observation about exemption: “Anti- 
trust exemptions create economic benefits that flow to small groups 
while the costs are usually passed on to a large population of con- 
sumers though higher prices, reduces output, lower quality, and re- 
duced innovation.” 

The bill before us today would leave the rail carrier industry no 
differently situated than any other number of industries subject to 
both antitrust laws as well as regulation. It would, however, re- 
move antiquated antitrust exemptions favoring the industry, which 
will spur innovation, drive down costs, and ultimately lower prices 
for consumers. 

[The bill, H.R. 233, follows:] 
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111th congress 

1 st Session 


H. R. 233 


To amend the Federal antitrust laws to provide expanded coverage and 
to eliminate exemptions from such laws that are contrary to the public 
interest with respect to railroads. 


IN THE HOUSE OF REPRESENTATIVES 

January 7, 2009 

Ms. BALDWIN (for herself, Mr. POMEROY, Mr. Alexander, and Mr. WALZ) 
introduced the following bill; which was referred to the Committee on the 
Judiciary, and in addition to the Committee on Transportation and Infra- 
structure, for a period to be subsequently determined by the Speaker, in 
each case for consideration of such provisions as fall within the jurisdic- 
tion of the committee concerned 


A BILL 

To amend the Federal antitrust laws to provide expanded 
coverage and to eliminate exemptions from sucli laws 
that are contrary to the public interest with respect 
to railroads. 


1 Be it enacted by the Senate and House of Represent a- 

2 lives of the United Stales of America in Congress assembled, 

3 SECTION 1. SHORT TITLE. 

4 This Act may be cited as the “Railroad Antitrust En- 


5 forccment Act of 2 0 0 9” . 
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1 SEC. 2. APPLICATION OF THE ANTITRUST LAWS TO RAIL 

2 COMMON CARRIERS. 

3 (a) Application of the Antitrust Laws. — T he 

4 antitrust laws shall apply to a common carrier by railroad 

5 that is subject to the jurisdiction of the Surface Transpor- 

6 ta-tiou Board under subtitle IV of title 49, United States 

7 Code, without regard to whether such common carrier 

8 tiled a rate or whether a complaint challenging a rate is 

9 tiled. 

10 (b) Definition. — T he term “antitrust, laws” has the 

11 meaning given it in subsection (a) of' the 1st section of 

12 the Clayton Act (15 XJ.S.O. 12(a)), but includes section 

13 5 of the Federal Trade Commission Act to the extent such 

14 section 5 applies to unfair methods of competition. 

15 SEC. 3. MERGERS AND ACQUISITIONS OF RAILROADS. 

16 Tlie last undesignated paragraph of section 7 of the 

17 Clayton Act (15 U.S.C. 18) is amended by inserting “(ex- 

18 eluding transactions described in section 11321 of title 49 

19 of the United States Code)” after “Surface Transpor- 

20 tation Board’’’* 

21 SEC. 4. ANTITRUST ENFORCEMENT AUTHORITY. 

22 Section 11(a) of the Clayton Act (15 U.S.C. 21(a)) 

23 is amended by inserting “(excluding agreements described 

24 in section 1070(1 of such title and transactions described 

25 in section 1 1321 of such title)” after “Code”. 


•HR 233 IH 
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1 SEC. 5. INJUNCTIONS AGAINST RAILROAD COMMON CAR- 

2 RIERS. 

3 Tlie proviso in section IB of the Clayton Act (15 

4 U.S.C. 26) is amended by inserting “(excluding a common 

5 earlier by railroad)” after “Board”. 

6 SEC. 6. REMOVAL OF PRIMARY JURISDICTION AS LIMITA- 

7 TION. 

8 The Clayton Act (15 U.S.C. 12 et seq.) is amended 

9 by adding at the end thereof the following: 

10 “SEC. 29. In any civil action against a common car- 

11 rier railroad under section 4, 4A, 4C, 15, or 16, the dis- 

12 ti'ict court shall not be required to defer to the jurisdiction 

13 of the Surface Transportation Board.”. 

14 SEC. 7. UNFAIR METHODS OF COMPETITION. 

15 Section 5(a)(2 ) of the Federal Trade Commission Act 

16 (15 U.S.C. 45(a)(2)) is amended by adding at the end the 

17 following: 

18 “For purposes of this paragraph with respect to unfair 

19 methods of competition, the term ‘common carrier’ ex- 

20 eludes a common carrier by railroad that is subject to ju- 

21 risdiction of the Surface Transportation Board under sub- 

22 title IV of title 49 of the United States Code.”. 

23 SEC. 8. TERMINATION OF EXEMPTIONS IN TITLE 49. 

24 (a) lx General. — Section 10706 of title 49, United 

25 States Code, is amended — 

26 (1 ) in subsection (a) — 
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4 

1 (A) in tin' 3d sentence of paragraph (2 HA) 

2 by striking and the Sherman Act (15 U.S.C. 

3 1 |t seq.),” and all that follows through “or 

4 carrying out the agreement”, 

5 (B) in paragraph ( 4 ) — 

6 (i) by striking the 2d sentence, and 

7 (ii) in the 3d sentence by striking 

8 “‘‘However, the” and inserting “The”, and 

9 (C) in paragraph (5||A) by striking “, and 

10 the antitrust laws set forth in paragraph (2) of 

11 this subsection do not apply to parties and 

12 other persons with respect to making or car- 

13 rying out the agreement”. 

14 (2) in subsection (<1) by striking the last sen- 

1 5 ten.ee, and 

16 (3) by striking subsection (e) and inserting the 

17 following: 

18 “(e) Nothing in this section exempts a proposed 

19 agreement described in subsection (a) from the application 

20 of the antitrust laws (as defined in subsection (a) of the 

21 1st section of the Clarion Act, but including section 5 of 

22 the Federal Trade Commission Act to the extent such sec- 

23 lion 5 applies to unfair methods of competition). 

24 “(f) In reviewing any proposed agreement described 

25 in subsection (a), the Board shall take into account, 
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5 

1 among any other considerations, the impact of the pro- 

2 posed agreement, on shippers, consumers, and affected 

3 communities. The Board shall make findings regarding 

4 such impact, which shall be 

5 “( 1 ) made part of the administrative record: 

6 “(2) submitted to any other reviewing agency 

7 for consideration in making its determination; and 

8 “(31 available in any judicial review of the 

9 Board's decision regarding suelt agreement.”. 

10 (b) Combinations. — Section 11321 of title 49, 

11 United States Code, is amended — 

12 (1) in subsection (a) — 

13 (A) by striking “The authority” and in- 

14 sorting “Except as provided in sections 4, 4A, 

15 4C, 15, and 16 of the Clayton Act, tlie author- 

16 ity”; and 

17 (B) hi the 3d sentence by striking “is ex- 

18 empt from the antitrust laws and from all other 

19 law,” and inserting ‘*is exempt from all other 

20 law (except the laws referred to in subsection 

21 (e)),“, and 

22 (2) by adding at the end tlie following: 

23 “(c) Nothing in this subchapter exempts a trans- 

24 action described in subsection (a) from the application of 

25 the antitrust laws (as defined in subsection (a) of the 1st 
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6 

1 section of the Clayton Act, but including section 5 of the 

2 Federal Trade Commission Act to the extent such section 

3 5 applies to unfair methods of competition). The preceding 

4 sentence shall not apply to any transaction relating to the 

5 pooling of railroad ears approved by the Surface Transpor- 

6 tation Board or its predecessor agency pursuant to section 

7 11322. 

8 “(d) hi reviewing any transaction described in sub- 

9 section (a), the Board shall take into account, among any 

10 other considerations, the impact of the transaction on 

11 shippers and affected communities.’'. 

12 (c) Conforming Amendments. — 

13 (1) Heading. — T he heading for section 1070G 

14 of title 49, United States Code, is amended to read 

15 as follows; “Rate agreements”. 

16 (2) Analysis of sections. — The analysis of 

17 sections of chapter 107 of such title is amended by 

18 striking the item relating to section 10706 and in- 

19 sert the following: 

“10706. Rate agreements.”. 

20 SEC. 9. EFFECTIVE DATE. 

21 (a) In General. — E xcept as provided in subsection 

22 (b), this Act. and tlic amendments made by this Act shall 

23 take effect on the date of enactment of this Act. 

24 (b) Limitation. -A civil action under section 4, 4A, 

25 4C, 15, or 16 of the Clayton Act, or a complaint under 
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7 

1 section 5 of the Federal Trade Oommispun Act (In TT.S.C. 

2 45) to the extent such section 5 applies to unfair methods 

3 of competition, may not be filed with respect to any con- 

4 duct or activity that - 

5 (1) icltirs before the expiration of the 180-day 

6 period beginning on the date of enactment of this 

7 Act; and 

8 (2) was exempted from the antitrust laws (as 

9 defined in subsection (a) of the 1st section of the 

10 Clayton Act (15 TJ.S.C. 12(a)). but including section 

11 5 of the Federal Trade Commission Act (15 TJ.S.C, 

12 45) to the extent such section 5 applies to unfair 

13 methods of competition) by an order of the Inter- 

14 state Commerce Commission or the Surface Trans- 

15 portation Board issued before the date of the enacts 

16 ment of this Act and pursuant to law. 

o 
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Mr. Johnson. I now recognize my colleague, Howard Coble, the 
distinguished Ranking Member of this Subcommittee for his open- 
ing remarks. 

Mr. Coble. Thank you, Mr. Chairman. And I appreciate your 
having called today’s hearing. Last year, Mr. Chairman, the full 
Committee approved similar legislation by voice vote. I have not 
changed my views on the impact that shipping costs have on many 
industries in the district I represent, many of which provide essen- 
tial services; but as I did not serve on the Antitrust Task Force last 
session, I appreciate this opportunity to more closely review H.R. 
233 and to discuss its impact, as you have just done. 

My concern with the rail shipping industry and hope for today’s 
hearing is that we approve the most effective solution. Perhaps 
antitrust review by the Justice Department or FTC is the most ef- 
fective solution, although are needed improvements at the Service 
Transportation board, known as the STB. 

And a visit back down memory lane, in an antiquated way, Mr. 
Chairman, in 1887 the Congress passed the Interstate Commerce 
Act, which established the Interstate Commerce Commission. That 
body was in charge of regulating virtually every facet of the rail- 
road’s operations, including the rates that they charged customers 
to ship goods across the country. 

Congress’ regulation of the railroads began at about the same 
time as it passed the Sherman Antitrust Act. As the two laws de- 
veloped over time, the courts and the Congress recognized that 
heavily regulated industries, such as railroads, should not be sub- 
ject to the full reach of the antitrust laws. The courts developed the 
so-called “filed rate,” or Keogh Doctrine, to shield railroads from 
antitrust liability for rates that were set through a regulatory body, 
and the Congress statutorily exempted certain pooling arrange- 
ments from antitrust security. 

Over time, the Nation’s attitude toward heavy regulation 
changed, particularly as some heavily regulated industries, includ- 
ing the railroads, began to suffer. By 1980, the rail industry had 
become glaringly inefficient, and as a result, the Congress passed 
the Staggers Act, which deregulated the industry and shortly 
thereafter replaced the Interstate Commerce Commission with the 
STB. 

Currently the STB is not required to approve shipping rates, and 
the rail industry is not covered by the antitrust laws, which is why 
the Justice Department can not independently challenge rail merg- 
ers. This authority rests solely with the STB and is at the heart 
of H.R. 233 and today’s hearing. 

Many shippers who also claim to be captive to unjustified rates 
and rigid schedules argue that there are instances where shipping 
from other countries can be more cost effective than shipping with- 
in two points in the United States. Meanwhile, we all know the 
benefit of railroads. They are energy efficient; they can move mas- 
sive amounts of goods; and they are, indeed, a driving force in our 
sagging economy. 

I have heard from constituents back in my district, Mr. Chair- 
man, about this issue. I want to help solve the problem, but feel 
very strongly that we should understand how H.R. 233 will affect 
the rail industry. While I am here with an open mind, in my view 
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the onus today and moving forward is on the rail industry to help 
us identify problems and to recommend solutions or improvements 
to H.R. 233. 

That said, I look forward to today’s testimony and yield back the 
balance of my time, and thank you again, Mr. Chairman, for hav- 
ing called the hearing. 

Mr. Johnson. Thank you, Ranking Member Coble. 

I thank the gentleman for his statement, and I now recognize 
John Conyers, a distinguished Member of the Subcommittee and 
the Chairman of the Committee on the Judiciary, should he wish 
to make a statement. 

He has said, “Good afternoon.” And is there anyone else who 
wishes to make a statement for the record? 

The Honorable Lamar Smith, the Ranking Member of the full 
Committee? 

Mr. Smith. Thank you, Mr. Chairman. 

Mr. Chairman, let me begin by saying that I appreciate the con- 
cerns of the shipping industry. Like many others in the economy, 
they are suffering. Rising costs mean that when their existing long- 
term contracts for the shipment of coal expire, for example, some 
power companies in my district will face drastically higher rates 
from the railroads. 

While I am sympathetic and concerned about the plight of the 
captive shippers, I am also concerned that the legislation before us 
will not necessarily solve their problem. The bulk of the shippers’ 
concerns seem to lie with what they view as an ineffectual regu- 
latory body, the Surface Transportation Board, or STB. 

Like the members of the Antitrust Modernization Commission, I 
am skeptical about many antitrust exemptions. To me, the elimi- 
nation of some antitrust exemptions for the railroad industry, such 
as subjecting mergers in the industry to review before the antitrust 
division of the Department of Justice, makes sense. 

However, the Railroad Antitrust Enforcement Act of 2009 does 
more than just that. It would subject railroads to search for injunc- 
tive relief throughout the country. Because railroads are wide- 
spread networks that are not easily diverted into other channels, 
an injunction in one part of the network could have serious reper- 
cussions throughout. 

In addition, a railroad that runs across multiple districts and cir- 
cuits, as most do, could be subject to an injunction in one district, 
whereas the exact same conduct could be deemed “not problematic” 
just one district over. Worse still, discrepancies among district cir- 
cuit courts may lead to form shopping by aggressive plaintiff law- 
yers, which is something that has created problems in the class ac- 
tion arena before. 

Another issue raised by this bill is the provision that specifies 
that Federal district courts do not have to defer to the discretion 
of the Surface Transportation Board in these suits. As it is cur- 
rently worded, this provision, which is inconsistent with generally 
accepted principles of administrative law, is likely to encourage 
judges to be overly reluctant to refer suits that would most appro- 
priately be handled by the Surface Transportation Board to that 
regulatory body. 
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Finally, I am concerned that the section of the bill that provides 
for a grace period for civil suits after the enactment of the bill may 
actually invite courts to look retroactively into practices that were 
exempted from the antitrust laws or were specifically approved by 
the STB at the time they occurred. I am worried that in an effort 
to address the shippers’ concerns about bottleneck pricing and 
paper barriers courts may be tempted to undo mergers that were 
approved years ago. Such unscrambling of the eggs is something 
that is generally discouraged in antitrust law. 

Mr. Chairman, I appreciate the issues that bring us here today. 
I am hopeful that this hearing will give us the opportunity to con- 
sider the concerns that I have with this legislation. And I am also 
hopeful that we will be able to come up with solutions that will ad- 
dress the shippers’ concerns without ruining our vital railroad in- 
frastructure or undermining widely and long held aspects of regu- 
latory law and practice. And with that I will yield back. 

Mr. Johnson. I thank the gentleman for his statement, and 
without objection, other Members’ opening statements will be in- 
cluded in the record. 

I am now pleased to introduce the witnesses at today’s hearing. 
On our first panel is the Honorable Rodney Alexander. Congress- 
man Alexander proudly represents the Fifth District of the great 
southern State of Louisiana. He is also an original cosponsor of the 
legislation we have before us today. 

Congressman Alexander, will you proceed please? 

TESTIMONY OF THE HONORABLE RODNEY ALEXANDER, A 

REPRESENTATIVE IN CONGRESS FROM THE STATE OF LOU- 
ISIANA 

Mr. Alexander. Thank you, Mr. Chairman. First thing I would 
like to do is thank you and the Ranking Member for allowing me 
the opportunity to be here today and to thank the full Committee 
for hearing this bipartisan bill that attempts to level the playing 
field out there today. 

I would like to be clear, in starting, that this bill is not about 
reregulation of the railroad industry. The bill does nothing of the 
sort. It simply places the rail industry under the same antitrust 
laws that every other industry, such as energy, telecommuni- 
cations, or even other forms of freight transportation, including 
trucking and aviation, places. These laws, of course, are the Na- 
tion’s basic laws for ensuring competitive markets. 

As you know, Mr. Chairman, 30 years ago the railroad industry 
was failing and Congress removed much of the regulatory oversight 
over the industry, and merger authority was transformed to the in- 
dustry’s only regulator, the Surface Transportation Board. Unfortu- 
nately, at that time Congress did not remove the antitrust exemp- 
tions from the industry that had accumulated through various acts 
of Congress and the courts during the 1900’s. 

Since 1980, the railroad industry has been able to use the anti- 
trust exemptions that they still currently enjoy to consolidate over 
40 major class one railroads into four major carriers that today 
carry 90 percent of our Nation’s rail freight. The problem that this 
poses is that freight rail customers are subject to abusive practices 
without the protection of our Nation’s antitrust laws. 
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This problem is now evident not only to consumers but to the De- 
partment of Justice as well. In her Senate nomination hearings, 
Christine Varney, who is now the chief antitrust enforcer at the 
Justice Department, recognized the need for competition in the rail 
industry when she stated that she enthusiastically supports the bill 
that we are debating today. 

Shippers continue to report skyrocketing rates and unreliable 
service. Louisiana is the second largest chemical manufacturing 
state in the Nation. As such, the chemical industry provides signifi- 
cant economic benefits to the state and to the Nation as a whole. 

I think it is important to remind ourselves that over 96 percent 
of all manufactured goods are directly touched by the business of 
chemistry, making the industry an essential part of every facet of 
Louisiana and the national economy. But these businesses do not 
see the railroads as a reliable source of transportation, especially 
when you compare that service to the rates they are forced to pay. 

The chemical companies are not alone. Utility companies are 
being forced to raise the cost of electricity provided to the busi- 
nesses and households that they serve. On the next panel, Terry 
Huval, the director of utilities for the city of Lafayette, will testify 
concerning a bottleneck that prevents a large coal-fired electricity 
generating plant near Boyce, Louisiana, called the Rotomaker 
Plant, from gaining access to competitive coal transportation rates 
for over 95 percent of the length of a coal haul from Wyoming. 

An organization known as the Louisiana Energy and Power Au- 
thority also receives electricity from the Rotomaker Plant and dis- 
tributes it to six towns in my congressional district: Alexandria, 
Jonesville, New Roads, Plaquemine, Vidalia, and Winnfield. The 
citizens, businesses, and schools in these towns are facing a cost of 
captivity that is similar to the cost that Terry will describe for the 
city of Lafayette. 

In 2004, the Bush administration Department of Justice wrote 
the Chairman of this Committee, indicating that the bottleneck rul- 
ing that is causing these high transportation costs that my con- 
stituents are paying likely violates the antitrust laws, if those laws 
applied here. 

Unfortunately, until this Congress enacts H.R. 233, the railroads 
will remain exempt from and beyond the reach of the Nation’s anti- 
trust laws. I want to see my constituents relieved of this cost of 
captivity through the enactment of this legislation, of which I am 
proud to be a lead cosponsor of my political party with Congress- 
woman Tammy Baldwin. 

Coal-fired electric generating stations serving citizens across our 
Nation are facing similar problem. Recently, in Florida, the CSX 
Railroad, which is the sole source of transportation of coal from the 
Appalachians to Seminole Electric Co-op, doubled its rate for coal 
shipments to Seminole. Seminole states that this rate hike will cost 
its electricity consumers an additional $100 million annually begin- 
ning in 2009. 

American manufacturing, agriculture, timber, and paper compa- 
nies that are all facing rising rates that they are forced to attempt 
to pass on to their consumers at a time when their customers can’t 
afford the cost of these increases. While these rate hikes don’t work 
for most Americans and most businesses, the hikes have served the 
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freight rail industry well, as can be seen by the returns of the four 
major freight railroads in the fourth quarter of 2008. These four 
railroad companies each posted earning increases on decreased vol- 
umes of traffic moved. Unfortunately, few if any of their con- 
sumers — their customers — could report such a positive economic 
performance. 

Congressman Baldwin, Congressman Pomeroy, Congressman 
Walsh, and I introduced this bill to level that playing field. First, 
the railroad antitrust exemption that has no current public policy 
jurisdiction and is protecting anticompetitive conduct for the rail- 
road industry. Second, the bill permits the Justice Department and 
the FTC to review railroad mergers, line sales, and other railroad 
transactions under the antitrust law standard to ensure competi- 
tive markets. 

Third, the bill ensures that the regulatory program developed by 
the Surface Transportation Board will be pro-competitive. And fi- 
nally, the bill allows the state attorney general and other private 
parties to sue for damages and for injunctions to halt anticompeti- 
tive conduct, both of which are currently allowed due to the rail- 
road industry’s exemptions from the antitrust laws. 

In March of this year, the Senate Judiciary Committee passed 
unanimously by a vote of 14 to zero bipartisan legislation very 
similar to this. Some have argued that his legislation would result 
in overlapping dual regulation by antitrust courts and the STB; but 
in fact, they would not be overlapping nor would the conflict. 

Rail transportation that is subject to STB jurisdiction is the only 
major Federal regulated activity that operates outside the U.S. 
antitrust laws. All other U.S. industry activities that are subject to 
Federal economic regulation are also subject to the antitrust laws 
that protect consumers from monopolization, agreements in re- 
straint of trade, and mergers that may lessen competition. 

While the bill is by no means the final solution for restraining 
railroad monopoly power, the enactment of the bill would be a 
giant step forward in that direction. 

Again, I thank you, Mr. Chairman, for allowing me to testify in 
support of this legislation, and I look forward to working with the 
Committee as we move forward with this legislation. Thank you. 

[The prepared statement of Mr. Alexander follows:] 
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I would like to thank the Chairman and Ranking Member for granting me the opportunity to 
testify before this subcommittee. I would also like to thank the entire committee for considering 
FTR 233, the Railroad Antitrust Enforcement Act of 2009. This bipartisan legislation is crucial to 
leveling the playing field by providing competition to the rail industry. 

I would like to be clear in stating that this bill is not about “reregulation” of the railroad industry. 
The bill does nothing of the sort. It simply places the rail industry under the same antitrust laws 
that every other industry such as energy, telecommunications, or even other forms of freight 
transportation, including trucking and aviation, faces. These laws, of course, are the nation's 
basic laws for ensuring competitive markets. 

As you know Mr. Chairman, thirty years ago the railroad industry was failing and Congress 
removed much of the regulatory oversight over the industry and merger authority was transferred 
to the industry’s only regulator, the Surface Transportation Board. Unfortunately at that time 
Congress did not remove the antitrust exemptions that the industry had accumulated through 
various acts of Congress during the 1900s. Since 1980, the railroad industry has been able to use 
the antitrust exemptions that they still currently enjoy to consolidate over 40 major Class 1 
railroads into four major carriers that today carry 90% of our nation’s freight rail. 

The problem that this poses is that freight rail customers are subject to abusive practices without 
the protection of our nation’s antitrust laws. This problem is now evident not only to consumers, 
but to the Department of Justice as well. In her Senate nomination hearings, Christine Varney, 
who is now the chief antitrust enforcer at the Justice Department, recognized the need for 
competition in the rail industry when she stated that she did support this bill. 

Shippers continue to report skyrocketing rates and unreliable service. Louisiana is the second 
largest chemical manufacturing state in the nation. As such, the chemical industry provides 
significant economic benefits to the state and to the nation as a whole. I think it’s important to 
remind ourselves that over 96% of all manufactured goods are directly touched by the business 
of chemistry, making this industry an essential part of every facet of the Louisiana and national 
economy, but these businesses do not see the railroads as a reliable source of transportation 
especially when you compare that service to the rates they are forced to pay. 

The chemical companies are not alone. Utility companies are being forced to raise the cost of 
electricity provided to the businesses and households that they serve. Recently in Florida, the 
railroads have doubled its charges to ship coal . It is estimated that this rate hike will cause 
consumers to pay an additional $100 million in 2009. This is also happening in manufacturing, 
agriculture, timber and paper companies that are all facing rising rates that they are forced to 
pass on to their consumers. 

These high rate hikes can be seen in the earnings that are being reported by the railroad industry. 
The earnings posted for the final quarter, October through December of 2008, report revenues 
are up, while volume in fact has decreased. 


2 
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Representative Tammy Baldwin has introduced HR 233, the Railroad Antitrust Enforcement Act 
of 2009 to level the playing field in the railroad industry by doing the following 

First, it eliminates the antiquated railroad antitrust exemption that has no current public policy 
justification and is protecting anticompetitive conduct by the railroad industry. 

Second, the bill permits the Justice Department and the FTC to review railroad mergers under the 
antitrust law standard to ensure competitive markets. 

And finally, the bill allows state Attorneys General and other private parties to sue for damages 
and to halt anticompetitive conduct, both of which are not currently allowable under federal law. 

In March of this year, the Senate Judiciary Committee unanimously passed this same legislation 
by a vote of 14 - 0. 

Some have argued that this legislation would result in overlapping dual regulation by antitrust 
courts and the STB, but in fact they would not be overlapping nor would they conflict. This 
legislation would only treat railroads like every other industry in the U.S. 

Rail Transportation that is subject to STB jurisdiction is the only major federal regulated activity 
that operates outside of U.S. antitrust laws All other US industry activities that are subject to 
federal economic regulation are also subject to the antitrust laws that protect consumers from 
monopolization, agreements in restraint of trade, and mergers that may lessen competition. This 
should also be the same for the railroad industry. 

While this bill is by no means the final solution in perfecting the railroad industry, it is a giant 
step forward in the right direction. It is not an attack on railroad companies, it is simply a 
necessary measure in ensuring a level playing field for all. 

Again, I thank you Mr. Chairman for allowing me to testify in support of this important piece of 
legislation and I look forward to working with you and all the members of the committee as we 
hope to move forward toward full consideration of this bill this year. 
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Mr. Johnson. Thank you, Congressman Alexander. The Sub- 
committee appreciates you being with us today. 

And we will now turn to our second panel and ask them to take 
their seats here at the table. And while they are doing that I will 
introduce them. 
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First we have Mr. Howard Morse. Mr. Morse is a partner at the 
law firm Drinker Biddle & Reath. Before joining the firm, Mr. 
Morse spent 10 years at the Federal Trade Commission, where he 
served as assistant director of the bureau of competition. Mr. 
Morse is here today on behalf of the American Bar Association’s 
section of antitrust law and he is currently chair of the section’s 
exemptions and immunities committee. 

Next is Mike Hemmer 

And by the way, Mr. Morse, welcome today. 

Next is Mike Hemmer, Vice Chairman of the Policy and Advo- 
cacy Committee of the Association of American Railroads. In addi- 
tion to his position with AAR, Mr. Hemmer is a Senior Vice Presi- 
dent and general council of Union Pacific Railroad. Prior to his ap- 
pointment, Mr. Hemmer was a partner in the Washington, D.C. of- 
fice of Covington & Burling, specializing in transportation law. 

Welcome, sir. 

Next we have Mr. Terry Huval, director of Lafayette Utilities 
System, located in Lafayette, Louisiana — or is it Lafayette? 

Mr. Huval. Lafayette. 

Mr. Johnson. Lafayette. Okay. LUS is a municipally-owned util- 
ity providing electric water and waste water services to over 60,000 
customers. 

Finally, we have Dr. Mark Cooper. Dr. Cooper is director of re- 
search at the Consumer Federation of America. He has provided 
expert testimony in over 200 cases for public interest clients, in- 
cluding state attorneys general and citizen interveners for state 
and Federal agencies, courts and legislatures in the United States 
and Canada. 

Thank you for being here, Dr. Cooper. 

And I appreciate all of you all’s willingness to participate in to- 
day’s hearing. Without objection, your written statement will be 
placed into the record, and we would ask that you limit your oral 
remarks to 5 minutes. You will note that we have a lighting system 
here, right on the table in front of you. Nobody ever complies with 
it. [Laughter.] 

But we are asking you to do so. 

You will note that at 4 minutes the little light turns yellow, and 
then at 5 minutes it goes red. After each witness has presented his 
testimony, Subcommittee Members will be permitted to ask ques- 
tions subject to the 5-minute limit. 

Mr. Morse, please begin your testimony. 

Sir, if you would put on your mic? 

TESTIMONY OF M. HOWARD MORSE, CHAIR, EXEMPTIONS AND 

IMMUNITIES COMMITTEE, AMERICAN BAR ASSOCIATION, 

SECTION OF ANTITRUST LAW, WASHINGTON, DC 

Mr. Morse. Chairman Johnson, Congressman Coble, Members of 
the Subcommittee, my name is Howard Morse. I am an antitrust 
partner here in Washington with Drinker Biddle & Reath. As your 
introduction indicated, I also serve as chair of the Exemptions and 
Immunities Committee of the American Bar Association’s Section 
of Antitrust Law, and I am testifying today on behalf of the Sec- 
tion. 
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The Antitrust Section appreciates the opportunity to be here and 
express support for H.R. 233, the Railroad Antitrust Enforcement 
Act, which would dismantle antitrust exemptions that insulate the 
railroad industry from antitrust actions. The Section Council has 
approved this position. Our testimony has not been reviewed, how- 
ever, by the ABA House of Delegates or Board of Governors, and 
so I speak only for the section. 

The Section believes that statutory exemptions and immunities 
from the antitrust laws should be strongly disfavored. Competition 
has proven time and again to lead to lower prices, better quality 
and service, and more innovation. 

For more than a century, the antitrust laws have effectively pro- 
moted competition, consumer welfare, and efficient markets. In- 
deed, the Supreme Court, in a 1972 opinion by Justice Marshall, 
called the antitrust laws the Magna Carta of free enterprise, as im- 
portant to the preservation of economic freedom and our free enter- 
prise system as the Bill of Rights is to the protection of our funda- 
mental personal freedoms. 

The antitrust laws encourage firms to compete aggressively. 
They permit collaborations that generate pro-competitive effi- 
ciencies. But they prohibit conduct that excludes rivals to the det- 
riment of consumers, collusion among competitors, and mergers 
that lessen competition. 

The Section of Antitrust Law has frequently noted its opposition 
to antitrust exemptions based on claims that immunity is needed 
because of unique characteristics of particular industry. The section 
has opposed exemptions in industries from baseball, to health care, 
to ocean shipping. Claims that an antitrust exemption is necessary 
for competition to flourish, or because competition is itself harmful 
or undesirable, or that competition does not work in an industry, 
or that an immunity is necessary in order to provide an industry 
with certainty and predictability to encourage investment should 
not prevail. 

The 2007 report of the congressionally-mandated Antitrust Mod- 
ernization Commission, which was already mentioned today, simi- 
larly advises that statutory immunities from the antitrust laws 
should be disfavored. They should be granted rarely, and only 
where and for so long as is necessary. 

The Section of Antitrust Law believes it is time to repeal exemp- 
tions adopted in an era that considered protection of particular in- 
dustries to be beneficial. It is the Section’s view that even if anti- 
trust exemptions may have made some sense in a regulated envi- 
ronment, deregulation of the railroad industry has eroded the basis 
for continuing exemptions. 

Antitrust enforcement is all the more important where there may 
be uncertainty as to whether activity is subject to regulation. While 
the railroad industry today is not immune from all antitrust ac- 
tions, the industry does benefit from express statutory and judi- 
cially-created immunity, which would be eliminated by the Rail- 
road Antitrust Enforcement act. 

Even after the act becomes law, of course, the implied immunity 
doctrine will prevent antitrust from imposing obligations that con- 
flict with regulation. The act would, however, among other things, 
remove railroads from the protection of the judicially-created “filed 
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rate” or Keogh Doctrine, which insulates firms from antitrust dam- 
ages actions. 

The act would also allow private parties to seek injunctive relief 
against railroads. So-called “bottleneck rates” and “paper barriers,” 
or tying arrangements and exclusive dealings, would be subject to 
scrutiny, as in other industry, but whether they would be unlawful 
would depend upon the facts in the particular situation. 

The act would also bring railroad mergers within the ambit of 
Section 7 of the Clayton Act and empower the Department of Jus- 
tice and Federal Trade Commission to block acquisitions which 
lessen competition, as the agencies can even in other regulated in- 
dustries. 

The Section of Antitrust Law supports these steps. I thank you 
for your time and welcome your questions. 

[The prepared statement of Mr. Morse follows:] 
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Mr. Chairman and members of the Subcommittee. My name is Howard Morse, and I am 
an antitrust partner in the Washington, D.C. office of Drinker Biddle & Reath LLP. 1 also chair 
the Exemptions & Immunities Committee of the Section of Antitrust Law of the American Bar 
Association (“the Section”) and I have been authorized to testify on behalf of the Section. 

The Section appreciates the opportunity to testify concerning legislation to eliminate 
exemptions from the antitrust laws, and is pleased to submit its views regarding the Railroad 
Antitrust Enforcement Act of 2009, H R. 233. That bill is identical to the bill reported favorably 
by the House Judiciary Committee on September 18, 2008, which was the subject of written 
comments submitted by the Section to the Antitrust Task Force, the Judiciary Committee, and 
Speaker Pelosi and Minority Leader Boehner on December 10, 2008. 

The views expressed in the Section’s comments and in this testimony were approved by 
the Council of the Section of Antitrust Law. They have not been approved by the House of 
Delegates or the Board of Governors of the American Bar Association and should not be 
construed as representing the policy of the American Bar Association. 

Summary 

The Section submits that any decision to allow an immunity or exemption from the 
antitrust laws should be made reluctantly and only after thorough consideration of each particular 
situation. The inquiry with respect to immunities and exemptions should focus narrowly on the 
fundamental principles and objectives of antitrust law, namely promoting competition and 
consumer welfare. Exemptions and immunities should be recognized as decisions to sacrifice 
competition and consumer welfare, and should accordingly be authorized only when some 
countervailing value - such as free speech or federalism - outweighs the general presumption in 
favor of competitive markets. 

The Section has frequently noted its opposition to industry-specific exemptions from the 
antitrust laws based on claims that such immunity is necessary given unique market conditions, 
believing that the antitrust laws are sufficiently flexible to account for particular market circum- 
stances. The Section’s general opposition to exemptions and immunities was endorsed by the 
2007 report of the Congressionally-mandated Antitrust Modernization Commission (“AMC”), 
which concluded that “statutory immunities from the antitrust laws should be disfavored,” 
"[tjhey should be granted rarely” and “only where, and for so long as . . . is necessary to satisfy 
a specific societal goal that trumps the benefit of a free market to consumers and the U S. 
economy in general.” 

The Railroad Antitrust Enforcement Act would remove railroads from the protection of 
the judicially-created “tiled-rate” or Keogh Doctrine, which insulates firms from antitrust 
damages actions, and allow private parties to seek injunctive relief against railroads under the 
antitrust laws. The Act would also place review of railroad industry mergers, like those in other 
industries, in the hands of the Federal antitrust agencies - the Department of Justice (“DOJ”) and 
the Federal Trade Commission (“FTC”) - removing the exclusive authority of the Surface 
Transportation Board (“STB”). 


- 1 - 
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The Section supports these steps and encourages Congress to move forward quickly to 
dismantle the antitrust exemption for the railroad industry, through the Railroad Antitrust 
Enforcement Act, and to consider additional legislation to eliminate antitrust exemptions 
applicable to other industries. 


I. The Section of Antitrust Law Discourages Statutory Exemptions and Immunities 

The Section of Antitrust Law believes that the economy is best served by promoting 
competition in the marketplace, and statutory immunities and exemptions from the antitrust laws 
should be strongly disfavored. The Section has frequently noted its opposition to antitrust 
exemptions and immunities, whether created judicially or by statute, finding them to be rarely 
justified. The Section recently expressed this view in comments to the Federal Trade 
Commission: 

The Section has long and consistently resisted the creation or expansion of 
exemptions that shield whole areas of market activity or sectors of commerce 
from rigorous antitrust enforcement. The antitrust laws are designed to provide 
general standards of conduct for the operation of our free enterprise system, and 
in the Section’s considered view, special exemptions from these standards rarely 
are justified. Whatever their expressed purposes, antitrust exemptions often 
impair consumer welfare. 

Comments of ABA Section of Antitrust Law on FTC Report on the State Action Doctrine, at 2-3 
(May 6, 2005) 1 

The Section believes that the common law process through which the antitrust laws 
promote both allocative efficiency and consumer welfare is flexible and evolutionary. It adapts 
to the unique circumstances of markets and industries, to changing technologies and circum- 
stances, and to the development and growth of legal and economic theory . 2 * * * The antitrust laws 
today do not prohibit the vast bulk of business conduct, including competitor collaborations that 
generate pro-competitive efficiencies or that have not harmed or are not likely to harm the 
competitive process and consumer welfare. They do prohibit, however, mergers that are likely to 


1 The Section of Antitrust Law has supported repeal of antitrust exemptions in testimony before the Antitrust 
Modernization Commission, and has opposed other exemptions. See Comments to the Antitrust Modernization 
Commission on General Immunities and Exemptions, the Shipping Act Antitrust Exemption and the McCarran- 
Ferguson Act and Reports of the Section of Antitrust Law on the Free Market Antitrust Immunity Reform Act of 
1999. the Quality Health-Care Coalition Act of 1999, Antitrust Health Care Advancement Act of 1997, the 
Television Improvement Act of 1977, the Major League Baseball Antitrust Reform Act of 1997, the Curt Flood Act 
of 1996, and the Major League Baseball Antitrust Reform Act of 1995 (all available at www . ab anet . org/antitmst) . 

2 See, e.g., Nat 7 Soc V ofProf’l Eng'rs v. United States , 435 U.S. 679, 687-88 (1 978) (“Congress, however, did not 

intend the text of the Sherman Act to delineate the full meaning of the statute or its application in concrete 

situations. The legislative history 7 makes it perfectly clear that it expected the courts to give shape to the statute's 

broad mandate by drawing on common-law tradition”). 
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raise price or reduce quality, service or innovation, naked collusion among competitors to fix 
prices or allocate territories, and conduct that excludes rivals to the detriment of consumers. 

Exemptions and immunities shelter industries or forms of behavior from the procompeti- 
tive reach of the antitrust laws, and thus are likely to harm the economy by reducing competitive- 
ness and efficiency. They also often freeze in place the development of economic theory. 
Claims that an exemption or immunity is necessary for competition to flourish or because 
competition is itself harmful or undesirable, or does not work in some particular industry should 
not prevail. Over a century of development has shown that the antitrust laws are the best 
guardian of competition, and are capable of growing to accommodate the unique characteristics 
of particular industries. The antitrust laws have been described as "the Magna Carta of free 
enterprise ... as important to the preservation of economic freedom and our free enterprise 
system as the Bill of Rights is to the protection of our fundamental personal freedoms .” 3 

The Section of Antitrust Law recognizes that exemptions and immunities are occasion- 
ally warranted - but only where an important value unrelated to competition, such as free speech 
or federalism, trumps the need for competition. As the Section noted to the AMC, "[a]ntitrust, 
while vigilant regarding every nuance of competition, deliberately turns a blind eye to concerns 
outside that scope .” 4 Thus, the Noerr-l’ennington doctrine, developed to protect free speech and 
the right to petition the government, and the state action doctrine, based on the values of federal- 
ism and state sovereignty, epitomize exemptions founded upon important interests unrelated to 
competition. Certainly, the legislature may determine that, in a particular case, competition and 
the free-market system may be limited to advance some other purpose. 

Antitrust exemptions for the railroad industry and other long-standing exemptions and 
immunities - do not appear to be justified by any non-competition related value. Instead, they 
appear to be no more than “naked economic protectionism." adopted in a legal era that consider- 
ed economic protectionism in certain industries to be socially beneficial - before the consensus 
antitrust policy that has largely governed antitrust enforcement in recent decades. Tt is now 
appropriate to re-evaluate whether statutory immunities and exemptions are consistent with 
promoting efficiency and consumer welfare.' 

The Section believes that these exemptions have survived as long as they have because 
their benefits apply to small, concentrated interest groups that receive substantial benefits - such 
as railroads, ocean shipping carriers and agricultural cooperatives. On the other hand, the costs 


3 United States v. Topco Associates, Inc., 405 U.S. 596. 610 (1972). 

4 Comments of the ABA Section of Antitrust Law on General Immunities and Exemptions to the Antitrust Modern- 
ization Commission at 3 (Nov. 30. 2005). See also Nat’l Soc’y of Prof l Png 'rs v. United States, 435 U.S. 679, 695 
(1978) (“The Sherman Act reflects a legislative judgment that ultimately competition will produce not only lower 
prices, but also better goods and services. 'The heart of our national economic policy long has been faith in the 
value of companion/”) (quoting Standard Oil Co. v. FTC. 340 U.S. 231, 248). 

Comments of the ABA Section of Antitrust Law on General Immunities and Exemptions to the Antitrust Modern- 
ization Commission at 6-7 (Nov. 30, 2005). 
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from such statutory exemptions are generally passed on to individual consumers. Thus, statutory 
exemptions from the antitrust laws create an asymmetry of costs and benefits. It is consumers 
that suffer the most from higher prices, lower output, reduced quality and reduced innovation. 6 
While some shippers may complain about railroad industry practices that they allege violate the 
antitrust laws, consumers are the biggest losers. 

Courts have generally construed exemptions to the antitrust laws narrowly, respecting 
Congress’s desire “to strike as broadly as [possible] in § 1 of the Sherman Act " 7 While 
Congress of course remains free to exempt behavior from the reach of the antitrust laws, the 
Section of Antitrust Law believes the onus of an exemption’s ongoing justification ought to be 
on those favoring its preservation and the Section has supported including a sunset provision in 
any new exemption. 8 

That there should be a presumption against antitrust exemptions is particularly true where 
an industry is being deregulated, and there is uncertainty as to whether activity is exempted from 
regulation and is shielded from the antitrust laws. If anything, activities exempted from regula- 
tion should become subject to antitrust scmtiny even if potentially subject to re-regulation. Thus, 
the Section of Antitrust Law supports repeal of remaining antitrust exemptions for the railroad 
industry, completing the industry’s transition to competition. 

IT. The Antitrust Modernization Commission Recommends Dismantling Exemptions 

The Antitrust Modernization Commission Act of 2002 9 mandated the formation of a 
blue-ribbon Commission appointed by the President and majority and minority leadership of the 
House of Representatives and the Senate. The AMC was tasked with reviewing the country’s 
antitrust laws to determine whether and how they should be modernized. 

The AMC, in 2007, reported that the economic principles that guide antitrust law remain 
relevant to and appropriate for the antitrust analysis of industries in which innovation, intellec- 
tual property and technological change are central features. Properly interpreted, the antitrust 


6 Id at 4-6. 


' Goldfarb v. Virginia State Bar, 421 U.S. 773, 787 (1975). One leading judge has argued: "| An antitrust exemption 
isl special interest, legislation, a single-industry exception to a law designed for the protection of the public. When 
special interests claim that they have obtained favors from Congress, a court should ask to see the bill of sale. . . . 
[Because] special interest legislation enshrines results rather than principles . . . courts read exceptions to the 
antitrust laws narrowly, with beady eyes and green eyeshades.” Chicago Prof l Sports v. Nat 7 Basketball Ass ’n, 
961 F. 2d 667, 67 1 -7 2 (7th Cir. 1 992). ’ 

H See ABA Antitrust Section Amended Comments on the Shipping Act Antitrust Exemption at 3 (Mar. 17, 2006); 
Comments of the ABA Section of Antitrust Law on General immunities and Exemptions to the Antitrust Modern- 
ization Commission at 11-17 (Nov. 30, 2005). 

9 Pub. L. No. 107-273, § 11054(h), 116 Stat. 1856. 1857 (2002). 
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laws promote innovation and dynamic efficiency as well as price competition, serving consumer 
welfare in the global, high-technology economy that exists today. 10 

Nonetheless, there are numerous industry-specific areas where Congress has explicitly 
stated that the antitrust laws do not apply. Statutory exemptions exist for everything from anti- 
hog-cholera serum to sports broadcasting. The Section of Antitrust Law has chronicled these 
exemptions in a monograph entitled Federal Statutory Exemptions from Antitrust Law (2007). 

During the course of the AMC study, the Commission invited comment and held several 
days of hearings addressing exemptions. The AMC report advised: 

Statutory immunities from the antitrust laws should be disfavored. They should 
be granted rarely, and only where, and for so long as, a clear case has been made 
that the conduct in question would subject the actors to antitrust liability and is 
necessary to satisfy a specific societal goal that trumps the benefit of a free market 
to consumers and the U.S. economy in general . 11 

The AMC urged that even “[wjhen the government decides to adopt economic regulation, anti- 
trust law should continue to apply to the maximum extent possible, consistent with that regula- 
tory scheme [and] antitrust should apply whenever regulation relies on the presence of competi- 
tion or the operation of market forces to achieve competitive goals.” 12 

The AMC specifically concluded that no immunity should be granted to stabilize prices 
in order to provide an industry with certainty and predictability for purposes of investment or 
solvency - one of the arguments sometimes made in the railroad industry based on its need for 
capital investment. The AMC noted that the costs of price stability typically fall on consumers, 
resulting in inflexibility that undermines economic growth. Arguments that carriers need an 
antitrust exemption to adopt practices such as sharing equipment given the costs of investments 
was also specifically rejected by the AMC. 13 

III. Antitrust Exemptions in the Railroad Industry 

A. Deregulation and the Role of the Surface Transportation Board 

Railroads today benefit from several antitrust exemptions and immunities which are lega- 
cies of a bygone era. The AMC advised that "‘[djuring the early part of the twentieth century, a 
belief that certain industries [such as railroads] were either ‘natural' monopolies ... or were at 
risk for ‘excessive competition’ led to government regulation of prices, costs, and entry into 


llJ AMC. Report and Recommendations (2007) (hereafter AtvlC Report). 
11 Id. at 555. Recommendation 57. 

‘ Id. al 558. Recommendation 65. 

K Id. at 551-52. 
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those industries.” 14 Thus, instead of relying on antitrust laws to prevent unfair competition, reg- 
ulatory agencies were given responsibility for monitoring competition. For more than a hundred 
years, under the Interstate Commerce Act of 1887, the Interstate Commerce Commission 
(“ICC”) and later the Surface Transportation Board regulated the railroad industry. Technologi- 
cal changes and recognition of the costs and market distortion of economic regulation, however, 
have led to changes over time. 13 

The antitrust exemptions in the railroad industry derive from the Transportation Act of 
1920 under which the ICC developed a plan for consolidation, 16 and the Reed-Bul winkle Act of 
1948 (passed over President Truman’s veto), under which the ICC approved rate bureaus. 17 
Even if, in a regulated environment where all rates were subject to oversight, antitrust exemp- 
tions may have made some sense, deregulation has eroded the basis for continuing exemptions. 
Pervasive regulation of the railroad industry has been eliminated over the last 30 years. In 1976, 
Congress passed the Railroad Revitalization and Regulatory Reform Act (the “4R Act”), which 
reduced rate regulation and provided carriers with some flexibility in setting rates. 18 The 1980 
Staggers Rail Act further limited the authority of the ICC, to regulate rates only for traffic where 
insufficient competition existed to protect shippers. 1 ' 1 The 1995 Interstate Commerce Commis- 
sion Termination Act replaced the ICC with the STB and further deregulated the industry. 20 

The STB today has limited statutory authority, inter alia , to resolve railroad rate and 
service disputes involving traffic that is subject to the agency’s jurisdiction and to review rail- 
road restructuring transactions, including line sales, line constructions and line abandonment. In 
addition, the agency oversees mergers between railroads. 21 Under the ICC’s and the STB’s 
administration and approval, however, the number of large (or Class I) U.S. railroads has 
dropped from sixty-three to seven, through a series of mergers over the past four decades and the 
agency’s stewardship of competition has been challenged. 2 ~ 


14 Id. at 333. 

15 Id. 

16 Ch. 91 § 407. 41 Star. 456, 482 (1920) 
p Ch, 491,62 Stat. 472(1948), 

18 Pub. L. No. 94-210, 90 Slat. 31 (1976). 

19 Pub. L. No. 96-448. 94 Stat. 1895 (1980). 

20 Pub. L. No. 104-88, 109 Stat. 803 (1995). 

21 49 U.S.C. g 11324. 

^ Testimony of Charles D. Nottingham, Chairman, Surface Transportation Board, before the Senate Judiciary Com- 
mittee, Subcommittee on Antitrust. Competition Policy and Consumer Rights (Oct. 3, 2007). 
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B. Statutory and Judicially-Created Exemptions and Immunities for Railroads 

While the railroad industry today is not immune from all antitrust actions, the industry 
does benefit from several express statutory and judicially-created immunities from antitrust law, 
which would be eliminated by the Railroad Antitrust Enforcement Act. Specifically, the industry 
today benefits from the following antitrust exemptions: 

• Mergers and acquisitions are exclusively within the purview of the STB. If 
approved by the STB, they are exempt from challenge under Section 7 of the 
Clayton Act. 23 

• The STB is also authorized to review line sales, and its approval immunizes the 
transaction from the antitrust laws.’ 4 

• Certain STB-approved agreements relating to leases, trackage rights, pooling 
arrangements, and agreements to divide traffic, are exempted from the antitrust 
laws to the extent necessary to carry out the approved agreement, 23 

• Railroads are also immune for certain rate-related agreements approved by the 
STB, such as agreements establishing rules governing charges that one railroad 
must pay to use another’s equipment. 26 

• Private parties may not obtain injunctive relief under the antitrust laws against a 
common carrier subject to STB jurisdiction. 2 7 

• Conferences among railroads, shippers, labor, consumer representatives and 
government agencies may be convened by the Secretary of Transportation, and 
discussions or agreements entered into with the Secretary’s approval through 
these conferences are exempted from antitrust laws. 28 

• The STB and not the FTC has authority to enforce compliance with the Federal 
Trade Commission Act against railroads and other common carriers subject to 
STB jurisdiction. 2 ' 7 


31 49 U.S.C. § 11321(a). 

24 49 U.S.C. § 10901(c). 

35 49 U.S.C. § 10706; 15 U.S.C. § 18. 

36 49 U.S.C. § 10706. 

37 15 U.S.C. §26. 

38 49 U.S.C, § .3.73. 

35 15 U.S.C. § 21(a). 
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• Under the judicially-created Keogh doctrine, 30 railroads are immune from treble 
damages for filed rates. 

The Railroad Antitrust Enforcement Act would eliminate these exemptions and place 
railroads on an equal footing with most other industries. 

IV. The Railroad Antitrust Enforcement Act 

The Railroad Antitrust Enforcement Act would make a number of specific changes to 
current law to limit existing antitrust immunities applicable to the freight railroad industry. It 
would amend the Clayton and Federal Trade Commission Acts, as well as various sections of the 
federal transportation code (Title 49), to eliminate most of the antitrust exemptions and 
immunities that now apply to the freight railroad industry. The House bill would: 

• Make railroad mergers and acquisitions subject to Section 7 of the Clayton Act; 

• Amend Section 16 of the Clayton Act to allow private parties to seek injunctive relief 
against railroads in federal courts under the antitrust laws; 

• Add a new section to the Clayton Act providing that district courts would no longer 
be required to defer to the primary jurisdiction of the STB in civil actions against a 
common carrier railroad; 

• Amend Section 1 1(a) of the Clayton Act to remove the STB's exclusive jurisdiction 
over rate agreements and mergers involving railroads; 

• Amend Section 5 of the FTC Act to make railroads subject to its provisions; 

• Amend the Clayton Act to overturn the “filed-rate" or Keogh Doctrine, and allow 
treble damages actions against railroads for antitrust violations; and 

• Make conforming amendments to the STB statute to remove antitrust exemptions for 
rate agreements and exclusive jurisdiction for the STB over railroad mergers and 
acquisitions. 

Thus, while some rail shipments are already subject to the antitrust laws - because they 
are either under private contracts or exempted from regulation - the proposed legislation would 
extend antitrust coverage to the remaining freight rail traffic. 


30 Keogh V. Chicago <& N.W. Ry. Co .. 260 U.S. 156 (1922). See also AMC Report, supra note 10, at 340 (“At llic 
time this doctrine was created, members of a regulated industry were typically required to file their proposed rates 
with regulators who reviewed the rates to ensure they were Tair and reasonable.' In creating the doctrine in Keogh. 
tile Supreme Court explained that only the relevant regulatory 1 authority could change these rates, even if tile rate 
was higher titan it otherwise would be due to a price fixing conspiracy.”). 
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A Jurisdiction over Mergers and Acquisitions 

Importantly, the Railroad Antitrust Enforcement Act would bring railroad mergers within 
the ambit of Section 7 of the Clayton Act and empower the Federal antitrust enforcement 
agencies to sue to block acquisitions, the effect of which may be substantially to lessen 
competition That change would be consistent with the AMC’s recommendation that “even in 
industries subject to economic regulation, the antitrust agencies generally should have full 
merger enforcement authority under the Clayton Act.” 32 The AMC recognized that the Depart- 
ment of Justice and Federal Trade Commission regularly examine mergers and acquisitions noti- 
fied pursuant to the Hart-Scott-Rodino Act to determine whether such proposed transactions may 
substantially lessen competition, and the agencies apply the same standards to all industries. 

The STB would, however, continue to approve mergers and acquisitions under its “public 
interest” test. Thus, transactions would be subject to dual review, as they are in certain other 
industries, including transactions in the telecommunications industry subject to Federal 
Communications Commission (“FCC”) review and oil and gas industries subject to Federal 
Energy Regulatory Commission (“FERC”) review. The 2008 House Report on the Act suggests: 
“[pjassage of the bill would subject railroads to the same kind of concurrent oversight by both a 
Federal enforcement agency and a regulatory body found in other partially-regulated 
industries.” 33 

The AMC identified only four industries in which regulatory agencies still review 
proposed transactions under a statutory “public interest” standard, and where the agency can 
allow transactions to proceed if it concludes “public interest" benefits outweigh likely 
anticompetitive effects. These industries include (1) certain aspects of electricity and natural gas 
regulated by FERC, (2) telecommunications/media regulated by the FCC, (3) banking entities 
regulated by various banking agencies, and (4) railroads regulated by the STB. Tn the first two 
industries - electricity and telecommunications - the DOJ has full enforcement authority to 
investigate and challenge mergers, regardless of the agency’s public interest review. In banking, 
the DOJ provides its analysis to the banking agency, and in practice the DOJ and the banking 
agencies work closely together. While the banking agency has authority to depart from the 
DOJ’s recommendation, the DOJ can challenge the banking agency’s decision in court. 34 

Only in the railroad industry does the regulatory agency have complete discretion to 
ignore the DOJ. While the STB by statute must give “substantial weight” to the DOJ’s views, 
the STB makes the final decision on whether to allow a merger. 35 Indeed, in 1996, the STB 


51 H.R. 2.13, See. 1. 

32 AMC Report, supra note 10, ai 341, 363-66. 

11 H R. Rep. No. 11 0-860, at 6 (20081. 

34 AMC Report, supra note 10, at 341 -42, 363-64. 

35 49 U.S C. § 11324(d). 
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approved the merger of Union Pacific and Southern Pacific, despite the DOJ’s objections that the 
merger was anticompetitive. 36 

The AMC recognized that concurrent merger review by the antitrust agencies and a 
regulatory agency can impose “significant and duplicative” costs on both the merging parties and 
the agencies, and can lead to conflicts between the agencies. The AMC suggested that Congress 
therefore periodically consider whether regulatory agency review under the “public interest” 
standard is necessary, or whether the antitrust agency’s review under the Clayton Act will 
adequately protect consumers’ interests. 3 ' The Section of Antitrust Law, too, is concerned about 
the costs of dual enforcement, but recognizing the federal antitrust agencies’ expertise in 
reviewing the competitive effects of mergers and acquisitions, the Section endorses federal 
antitrust agency review of future railroad mergers and at least removing the STB’s exclusive 
merger review authority. 

B. The Filed-Rate Doctrine 

The Railroad Antitrust Enforcement Act would specifically abolish the judicially-created 
“filed-rate” or Keogh Doctrine with respect to railroads. 38 Derived from the Supreme Court’s 
1922 decision in Keogh v. Chicago & Northwestern Railway , the doctrine prohibits private 
plaintiffs from pursuing an antitrust action seeking treble damages where the plaintiff is claiming 
that a rate submitted to, and approved by, a regulator resulted from an antitrust violation, such as 
collusion among carriers. The Court reasoned that only the regulatory authority could change 
the rates, even if those rates were higher than they might be due to a price-fixing conspiracy, 35 

The Keogh Doctrine was created at a time when members of regulated industries were 
required to file their proposed rates with the appropriate regulatory agency. 40 The agency would 
then review the rates to make sure they were fair and reasonable. In Keogh , the Court held that 
an award of treble damages was not available to a private plaintiff who claimed that rates 
approved by the regulatory agency violated antitrust principles. While technically neither an 
exemption nor an immunity, this doctrine effectively protects railroads that file their rates with 
the STB. Courts have applied the doctrine to preclude antitrust claims where a tariff has been 
filed with a regulatory agency regardless of whether the agency has actually reviewed and 


' Union Pac. Corp., et ai Control and Merger Southern Pac. Rail Carp., el a/., I S.T.B, 233 (1996), aff'd sub 
now. Western Coal Traffic League v. Surface Trans. Ed.. 169 F.3d 775 (D C. Cir. 1999). 

3/ AMC Report, supra note 10, at 342, 365-66, Recommendation 74. Other organizations studying the 
interrelationships between regulatory and antitrust review of mergers have also recommended that antitrust agencies 
have exclusive jurisdiction. See generally id. at 365 (discussing recommendations of die international Competition 
Policy Advisory Committee and the Organization for Economic Cooperation and Development). 


3S H.R. 233, Sec, 2. 

39 260 U.S. 156, 162-64 (1922). 

1 AMC Report , supra note 10, at 340. 
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approved the rate. 41 The Supreme Court, in 1986, suggested that a variety of factors “seemfed] 
to undermine” the doctrine’s continuing validity, but nonetheless concluded it was for Congress 
to determine whether to abolish it 42 

The AMC concluded that the time has come for Congress to address the issue. It 
advised: “Congress should evaluate whether the filed-rate doctrine should continue to apply in 
regulated industries and consider whether to overturn it legislatively where the regulatory agency 
no longer specifically reviews proposed rates.” 4 ’ The Section of Antitrust Law agrees that 
deregulation within the rail industry, eliminating STB review of most rates, has undermined the 
Keogh Doctrine. The proposed legislation overruling the Keogh Doctrine in the railroad industry 
is therefore consistent with the AMC’s recommendation. While the Section believes Congress 
should consider similar legislation in other industries, the proposed legislation is a step in the 
right direction, toward curtailing the exemption. 

C Primary Jurisdiction 

The Act would also remove any requirement that federal district courts defer to the 
primary jurisdiction of the STB in any civil antitrust action against a railroad. 44 The doctrine of 
“primary jurisdiction” is not an immunity. Rather, it addresses the question of whether a court 
should suspend resolution of some questions of fact or law over which the court has jurisdiction, 
until passed upon by the regulatory authority whose jurisdiction encompasses the activity 
involved. Such deference may occur when (1) resolution of the case involves complex factual 
inquiries within the province of the regulatory- body’s expertise; (2) interpretation of adminis- 
trative rules is required; or (3) interpretation of the regulatory statute involves a broad policy- 
determination within the special expertise of the regulatory agency. 4 ’ The effect of a court 
invoking the primary jurisdiction doctrine is referral to the administrative agency and then 
further court action. While the agency action might be dispositive it will be reviewed by the 
court applying antitrust standards. Such action is distinct from a court making a finding of 
express or implied immunity, in which case the agency action would be reviewed on the 
standards set forth in the regulatory statute, with deference to the agency’s fact finding. 

The Section of Antitrust Law supports the proposed legislation, which would allow but 
not require courts to defer to the primary jurisdiction of the STB. District courts currently must 
defer to the primary jurisdiction of the STB in civil actions against railroads arising under the 


1 See. e g., California exrel. Lockyerv. Dynegy, Inc., 375 F.3d 831, 852-53 (9lh Cir. 2003); Ulilimax.com, Inc. v. 
PPL Energy Plus, LLC. 378 F.3d 303, 306 (3d Cir. 2004). 

12 Square. D Co. v. Niagra Frontier Tariff Bureau, Inc.., 476 US. 409. 423 (1986). 

AMC Report, supra note 10. at 340-41, 362-63, Recommendation 68. 

44 H.R. 233, See. 6. 

“ See Ricci v. Chicago Mercantile Exch., 409 U.S. 289 (1973). 
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antitrust laws. The Act would remove this limitation, and would allow successful plaintiffs to 
recover treble damages in appropriate circumstances. 

D. Other Exemptions; Other Provisions of the Legislation 

The Railroad Antitrust Enforcement Act would remove other exemptions as well. For 
instance, the Act would allow private parties to sue railroads under the antitrust laws for injunc- 
tive relief by amending Section 16 of the Clayton Act, which currently exempts common carriers 
subject to STB regulation from injunctive relief in private antitrust actions. 46 The Section of 
Antitrust Law supports this change, and would urge Congress to consider legislation, in addition 
to this bill, to eliminate the exemption for other common carriers subject to STB regulation. 

The bill pending in the Senate would also remove any exemption from FTC jurisdiction, 
so that the FTC may enforce the Clayton Act and FTC Act against railroads. The House bill is 
limited to FTC jurisdiction under its “unfair method of competition" authority, so that the agency 
could not exercise consumer protection authority over railroads. 47 

The Act would also eliminate exemptions from the antitrust laws for leases, trackage 
rights agreements and ratemaking agreements approved by the STB. 48 The legislation would 
thereby give authority to the DOJ, FTC and State Attorneys General to enforce the antitrust laws 
with respect to such transactions notwithstanding any action taken by the STB. 

The Section notes that both the Senate and House bills contain provisions to protect 
conduct that was previously exempted by the STB from antitrust actions. The Senate bill, 
however, would allow suits after 180 days, if previously exempted conduct or a previously 
exempted agreement continued after enactment of the legislation The House bill would make 
clear that mergers and acquisitions consummated before the bill’s enactment remain exempt and 
firms that engaged in conduct previously exempted by STB approval would have 180 days to 
discontinue such conduct, and would only be liable thereafter to the extent such conduct were to 
continue. 49 The House bill would appear to take a more sound approach, to avoid re-opening 
long-consummated mergers. 

The Section also notes that supporters of the Act plead for a more competitive landscape 
in the railroad industry, claiming that “the absence of competition and apparent allocation of 
markets have allowed railroads to preserve market share even while eliminating performance 


*H.R. 233, Sec. 5. 

47 S. 146. See. 5: H.R. 233. Secs. 4, 7. 

1X H.R. 233, Sec. 8. Pursuant to an amendment adopted during the Senate Judiciary Committee’s consideration of 
Ihc bill in 2007, the bill reported by the Senate Judiciary Committee would continue to exempt railroad car pooling 
arrangements approved by the STB Jrom antitrust scrutiny. 

19 H.R. 233, Sec. 9; S. 146, Sec. 8. 
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guarantees and dramatically raising prices They assert that current conditions often hold 
participants "captive” - i.e., they are forced to rely on a single rail provider for their needs and 
are unable to protect themselves "through normal business negotiations .” 31 The STB has been 
criticized for allowing railroads to adopt so-called "paper barriers” - when major railroads sell or 
lease segments of their tracks to short line carriers under contractual terms that indefinitely 
restrict the ability of the short line to do business with any other major connecting rail carrier - 
and to refuse to provide their "captive” customers with rates to points where the customer can 
gain access to a competing railroad. Whether such agreements and pricing practices have legiti- 
mate business justifications or will be found to violate the Sherman Act remains to be seen, but 
they will be subject to scrutiny under the antitrust laws as they would be in any other industry, 
under the proposed legislation. 


Conclusion 


The Section of Antitrust Law believes that the changing nature of the rail industry 
justifies a corresponding change in the way allegedly anticompetitive activity among railroads is 
addressed. The Section therefore supports Congress’s decision to take a closer look at railroad 
operations in light of the deregulation of the industry. 

The Section maintains its longstanding disapproval of statutory exemptions and 
immunities from antitrust laws and supports the legislature's consideration to reevaluate the 
Keogh Doctrine and the role of antitrust agencies in enforcing healthy competition within the rail 
industry. 

The Section appreciates the opportunity to appear before the Subcommittee to discuss 
this important issue. 


' 1 Testimony of William L. Berg, President & CEO, Dairyland Power Cooperative, before the Senate Judiciary 7 
Committee, Subcommittee on Antitrust, Competition Policy and Consumer Rights (Oct. 3, 2007). 

51 Testimony of Ken Vander Schaaf, Director, Supply Chain Mgmt.. Alliant Techsvstems Ammunition & Energetics 
Systems, before the Senate Judiciary 7 Committee, Subcommittee on Antitrust, Competition Policy and Consumer 
Rights (Oct. 3, 2007). 
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Mr. Johnson. Thank you, Mr. Morse. 

Mr. Hemmer, would you proceed now? 

And by the way, Mr. Morse, that was right within the 5 minutes. 
I am extremely blown away by that. 

Mr. Morse. We try to be respectful. 
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Mr. Coble. Mr. Chairman, would you want to give Mr. Morse 5 
more minutes? [Laughter.] 

Only kidding. 

Mr. Johnson. I am afraid not. This subject matter is so riveting 
that I don’t want anyone to get overexcited about it. 

But, proceed. 

TESTIMONY OF J. MICHAEL HEMMER, VICE CHAIRMAN, POL- 
ICY AND ADVOCACY COMMITTEE, ASSOCIATION OF AMER- 
ICAN RAILROADS, WASHINGTON, DC 

Mr. Hemmer. Mr. Morse set a high standard for performance. I 
will try to equal it. 

Chairman Johnson, Ranking Member Coble, Ranking Member 
Smith, and Members of the Committee, I am Mike Hemmer, from 
Union Pacific Railroad. Thank you for the opportunity to comment 
on H.R. 233 today. 

During my testimony today I will review three points and refer 
you otherwise to the lengthy written testimony that I supplied pre- 
viously. The first point is, if this bill did nothing more than what 
Mr. Morse said — that is, to repeal statutory immunities — the rail- 
road industry would not have much trouble with it. My second 
point, though, is that this bill goes considerably beyond repealing 
statutory immunities, and I will explain why. And finally, we are 
concerned about what we believe is the likely retroactive applica- 
tion of those additional changes. 

Let me begin, though, if I may, by attempting to dispel a myth. 
I continue to be astonished at broad statements that the railroad 
industry is completely exempt from the antitrust laws or broadly 
exempt and that shippers do not have antitrust remedies. That is 
a myth. 

I am going to hold up a — this is a law firm bill. It is typical of 
a bill that I receive every month for about a quarter of a million 
dollars to defend Union Pacific against an antitrust class action — 
or attempted class action. Cases like this are brought periodically. 
We win most; we lose some. But we are by no means exempt from 
the antitrust laws. 

As I explained in my written testimony, where the railroads have 
statutory exemptions today, and some other exemptions, we are 
prepared to work with you to remove them. This includes allowing 
dual review of all rail mergers by the Department of Justice and 
the Surface Transportation Board, so I hope we get that oppor- 
tunity. 

This bill, however, extends beyond simply removing exemptions. 
And you don’t have to take my word for it. 

There have been several mentions today of the Antitrust Mod- 
ernization Commission, which was quite hostile to exemptions, as 
was the ABA. In annex A of the commission’s report, they listed 
all of the major exemptions from the antitrust laws. I assume you 
have seen a copy of it — it looks something like this. 

I commend it to you. That list did not include the doctrine of pri- 
mary jurisdiction, which H.R. 233 curtails for railroads only. It did 
not include the exclusion of FTC jurisdiction over common carriers, 
which this bill overturns for railroads only. And it certainly didn’t 
mention anything about protecting local communities in STB trans- 
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actions, which of course, has nothing whatsoever to do with the 
antitrust laws, but is in this bill. 

We believe that H.R. 233 overrides for railroads only funda- 
mental principles of antitrust jurisdiction and of civil procedure, 
which are embodied in numerous Supreme Court cases. For exam- 
ple, it guides courts that they may not choose to apply the doctrine 
of primary jurisdiction, which is a fundamental set of principles 
embodied in numerous Supreme Court cases that instructs courts 
about how to interact with regulated industries. Frankly, I don’t 
know what a trial judge should do with that guidance. 

Moreover, the report accompanying last session’s comparable bill 
virtually instructed antitrust courts that they should disregard 
antitrust analysis, and instead should override certain Surface 
Transportation Board decisions. In doing so, they counsel courts 
not to follow Supreme Court jurisprudence on such issues as uni- 
lateral behavior and applied immunity. 

To put it simply, this bill does not merely open up the railroads 
to antitrust — that we have little objection to. It alters substantive 
law when it comes to railroads, and only to railroads. We think 
antitrust discrimination against one industry ought to be at least 
as troubling as antitrust protection of one industry. 

So why is this happening in this bill? Last session’s Committee 
report made it quite clear that an objective of the bill was to over- 
turn certain STB decisions that some shipper groups disliked, but 
that, I must say, were crucial in transforming the railroad industry 
from the Chrysler Motor Company of its day into a very vibrant 
and effective industry that meets national needs. 

With all due respect, if Congress wishes to change STB regula- 
tion, it should do that rather than attempting to use the blunt 
cudgel of antitrust policy changes to override legislation and create 
conflicts with regulation — override regulation, I am sorry. We urge, 
as the Antitrust Modernization Commission urged, that antitrust 
changes be coordinated with changes, if any, in regulation. 

Finally, we also urge you to repair defective section nine, which 
we believe would allow retroactive application of antitrust law to 
literally 100 years of STB and ICC decisions, which have conferred 
express antitrust law immunity. We know you don’t intend retro- 
activity, but as you know, retroactivity is highly unusual. It creates 
constitutional issues; it may create taking issues. And we believe 
that you didn’t — that that section needs to be repaired. 

In closing, I ask that we be allowed to submit for the record 
three letters from major railroad unions which recognize that this 
bill could hurt not only shippers and customers and railroads and 
the national interest, but labor employment 

Mr. Johnson. Without objection. 

[The information referred to follows:] 
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Transportation Communications 
International Union 


An affiliate of ft le International Association of Machinists and Aerospace Workers 



God Bless America 


May 19, 2009 


Robert A. Scardellettl 
International President 


The Honorable John Conyers, Jr., Chairman 
United States House of Representatives 
Judiciary' Committee 
Washington, D.C. 20515 

Dear Chairman Conyers 

The purpose of this letter is to inform you that the Transportation Communications 
International Union/IAM (TCU) is strongly opposed to H.R. 233, the Railroad Antitrust 
Enf orcement Act of 2009. This bill, if passed, would cause dual and possibly conflicting 
oversight of the railroads by the Surface Transportation Board (STB) and the courts 
thereby potentially causing the railroads thousands of dollars in extra and unnecessary 
legal expenses. This could cause unwanted problems for the employees of the railroads 
including the members that TCU represents. 

It is a common misconception that the railroads arc exempt from antitrust laws. This 
is simply not a true statement. The railroads do have limited antitrust exemptions which 
arc narrowly applied and only extend to those areas where the railroads' conduct is subject 
to oversight by the STB. Among others, this includes certain rale agreements between 
railroads which set rules and regulations pertaining to fees they pay each other for use of 
railroad equipment. Railroad mergers and consolidations, which are approved by the STB. 
are likewise exempted from antitrust laws. 

The fact that various shippers may have a problem with the freight rates that are 
charged by railroads is no reason to attempt to change the limited antitrust exception that 
the railroads now have. The STB is charged with overseeing the railroads and to change 
the antitrust laws would do little more than cause dual oversight and confusion in the 
railroad industry thereby causing the railroads thousands of dollars in additional expense. 
This is money that more properly could be used to enhance the railroads' business thereby 
causing a more secure workplace for the employees, which include members of TCU. In 
addition, the STB is also charged with implementing national roil transportation policies 
set by Congress. It should be allowed to continue without the disruption that the passage of 
H.R 233 would cause. 

/ his is our moment ! 

THIS IS OUR TIME! 


♦ 3 Research Place ♦ Rockville, Maryland 20650-3279 ♦ 

Phone— 301-948-4910 ♦ FAX-301-948- 1369 • Website— www.tcunion.oro 
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The Honorable John Conyers, Jr. Chairman 
Pane 2 
May 19, 2009 


We in TCU urge that you abandon (he draconian attempts to change the railroads' 
antitrust exemption and to work together with the railroads and the shippers to find 
common ground between the parties. 


In Solidarity 



Robert A. Scardellctti 
International President 


Enclosure 

cc: R. F. Davis, IVP & NLD 
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BROTHERHOOD of LOCOMOTIVE ENGINEERS and TRAINMEN 


EDWARD W. KODZWKZ 

Naiionol Presldenr 

1 37D Ontario Street 
Standard Building, Mezzanine 
Cleveland, Ohio 44113-1702 



Phone; 216.241,2630 
Fox; 216.241.6516 
www.bla-l.org 


March 23, 2009 

The Hou. John Conyers, Jr., Chairman 
House Judiciary Committee 
2426 Rayburn HOB 
Washington, DC 205 15-2214 

The Hon. James L. Oberstar, Chairman 
House Transportation and Infrastructure Committee 
2365 Rayburn HOB 
Washington, DC 20515-2308 

Dear Chairman Conyers and Chairman Oberstar: 

This letter pertains to the Railroad Antitrust Enforcement Act of 2009 (“the Act”), which has 
been introduced in the Senate as S. 146 and in the House of Representatives as H.R. 233. The 
Brotherhood of Locomotive Engineers and Trainmen, a Division of the Teamsters Rail Confe- 
rence (“BLET”), represents over 56,500 men and women, and is the duly designated and recog- 
nized collective bargaining representative for the craft or class of Locomotive Engineer 
employed on all Class I railroads. BLET also represents operating and other employees on nu- 
merous Class II and Class III railroads. As such, the BLET and its members would be signifi- 
cantly and negatively impacted by enactment of the Act. Accordingly, we oppose passage of this 
legislation, for the reasons stated herein. 

For nearly a century and a quarter, disputes between shippers and rail carriers have been subject 
to the exclusive jurisdiction, originally, of the Interstate Commerce Commission (“ICC”) and, 
for more than a decade, of the Surface Transportation Board (“STB”), who have statutory re- 
sponsibility for national rail transportation policy as established by the Congress. The railroad 
industry has played a central role in the development of the nation’s economy and transportation 
under ICC/STB oversight. While carriers, labor and shippers have not been uniformly satisfied 
with all processes and decisions of ICC/STB, we believe that this oversight has served its public 
purpose well, as evidenced by the industry’s renaissance over the past decade. 

As we stated last year in comments in STB Ex Parte No. 677 — the “common carrier obligation” 
docket — shippers should have prompt and inexpensive access to a process for redress when a 
carrier abuses its market power. History has shown drat STB is the appropriate venue for adjudi- 
cating such disputes. For example, on May 19 of last year, the STB announced a decision that it 
said will require Union Pacific Railroad to grant an estimated S30 million in rate reductions and 


A Division of the Rail Conference-International Brotherhood of Teamsters 
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The Hon. John Conyers, Jr. 
The Hon. James L. Oberstar 
March 23, 2009 
Page 2 


reparations in a maximum-rate case brought before the Board by Kansas City Power & Light Co. 
See STB Docket No. NOR— 42095 (May 1 6. 2008 Decision). 

More recently, the STB found that BNSF Railway had market dominance over the shipment of 
coal from lire Powder River Basin to the Laramie River Station power plant, and awarded the 
Western Fuels Association and the Basin Electric Power Cooperative rate reductions and repara- 
tions that could total S345 million. See STB Docket No. NOR— 42088 (February 17, 2009 Deci- 
sion). Given these circumstances, we believe any argument that the STB is asleep at the switch 
lacks credibility. 

As proposed, the Act would essentially vest federal juries with jurisdiction parallel to and con- 
temporaneous with that of STB. This would severely undermine STB oversight, because the Act 
would provide that “[i]n any civil action against a common carrier railroad ... the district court 
shall not be required to defer to the primary jurisdiction of the Surface Transportation Board.” 
The Act also could lead to forum shopping by shippers. Moreover, Ihe treble damages rule 
would apply in such cases, which could create havoc for the economic stability of our members 
and their families. 

The nation is in a very fragile state. Our economy is in a shambles, and our dependence upon 
foreign oil threatens both our national security and the global ecology. Indeed, the gravity of 
these threats has moved the railroad industry, once again, to the center stage of America’s trans- 
portation system. Billions of dollars of public funds have been appropriated to improve and ex- 
pand passenger rail service, and the freight rail industry continues to invest record amounts in 
infrastructure and capacity improvement, despite the eurrent state of the economy. 

The industry is positioned to respond in this manner because of the balanced statutory and regu- 
latory scheme in the transportation industry that has existed for nearly three decades. If passed 
into law, the Act would severely disturb that balance. A short-term gain for some shippers could 
result in crippling the industry just as the nation’s dependence on railroads becomes critical. 

To the extent the Congress believes that the ability of STB to vigorously oversee the railroad in- 
dustry should be strengthened, we strongly urge you to sit down with the railroads and the ship- 
pers and work out the necessary reforms. The BLET supports such a plan of action because it 
would address legitimate grievances shippers may have without jeopardizing the stability of the 
industry. Unfortunately, the Act would have the opposite effect. Under these circumstances, we 
have no option but to oppose passage. 


Sincerely, 
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The Hon, John Conyers, Jr. 
The lion. James L. Oberstar 
March 23, 2009 
Page 3 


cc: The Hon. Nancy Pelosi, Speaker of the House 

The Hon. Lamar Smith, Ranking Member, House Judiciary Committee 
The Hon. John L. Mica, Ranking Member, House Transportation and. Infrastructure 
Committee 

The Hon. I-Ienry C. Johnson, Jr., Chairman, House Subcommittee on Courts and Compe- 
tition Policy 

The Hon. Howard Coble, Ranking Memher, House Subcommittee on Courts and Compe- 
tition Policy 

The Hon. Corrine Brown. Chairwoman, House Subcommittee on Railroads, Pipelines, 
and Hazardous Materials 

The Hon. Bill Shuster, Ranking Member, Honse Snbcomniittee on Railroads, Pipelines, 
and Hazardous Materials 

Matthew K. Rose, Chairman, President and CEO. BNSP Railway 

E. Hunter Harrison, President and CEO, Canadian National Railway 

Fred Green, President and CEO, Canadian Pacific Railway 

Michael J. Ward, Chairman, President and CEO, CSX Transportation 

Michael R. Haverty, Chairman and CEO, Kansas City Southern Railway 

Charles W. Moorman, Chairman, President and CEO, Norfolk Southern Railway 

James R. Young, Chairman, President and CEO, Union Pacific Railroad 

BLET Advisory Board 

All BLET General Chairmen 

Ail BLET State Legislative Board Chairmen 
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March 31, 2009 

The Hon. John Conyers, Jr., Chairman 
House Judiciary Committee 
2426 Rayburn HOB 
Washington, DC 20515-2214 

The Hon. James L. Oberstar, Chairman 
House Transportation and Infrastructure Committee 
2365 Rayburn HOB 
Washington, DC 20515-2308 

Dear Chairman Conyers and Chairman Oberstar: 

1 am writing to urge you to oppose legislation to enact the Railroad Antitrust 
Enforcement Act of 2009 (“the Act”), which has been introduced as S. 146 and 
H.R. 233. The National Conference of Firemen and Oilers District of Local 32BJ 
of the Service Employees International Union (“NCFO”) represents more than 
5,000 of the over 100,000 men and women who belong to Local 32BJ. Our 
members work as shop laborers, hostlers and stationary engineers in the railroad 
industry, including on all of the Class I railroads. The passage of this legislation 
would have a significant adverse effect on NCFO’s members. 

Disputes between shippers and rail carriers have been subject to the exclusive 
- jurisdiction of the Interstate Commerce Commission (“ICC”) and the Surface 
Transportation Board (“STB”) for more than a century. You are well-aware that 
rail labor has not always been satisfied with the procedures and rulings of the 
agency, but we recognize that it is Congress that delegated to it the statutory 
responsibility for implementing national rail transportation policy within 
Congress’s guidelines. Those guidelines have set the stage on which the railroad 
industry has played a central role in the development of the nation’s economy and 
transportation. In general, ICC/STB has served its public purpose well. Had it 
not, we would not have experienced the industry’s turnaround in recent years. 

Two recent examples of the STJB’s ability to address claims of carrier abuse of 
market power are the Board’s decision to require Union Pacific Railroad to grant 
an estimated $30 million in rale reductions and reparations in a maximum-rate 
case brought before the Board by Kansas City Power & Light Co. (STB Docket 
No. NOR-42095 (May 16, 2008)) and its award of rate reductions and reparations 
to the Western Fuels Association and the Basic Electric Power Cooperative from 
BNSF Railway regarding the shipment of coal from the Powder River Basin to the 
Laramie River Station power plant (STB Docket No. NOR-42088 (February 17, 
2009). What the proposed statute would do is move these kinds of disputes into 
the hands of federal juries. If jurisdiction between the courthouse and the STB 
became parallel, the agency’s oversight ability would be severely hindered. Why 
would a shipper accept an unfavorable STB ruling when, if the proposed 
legislation is enacted, “[i]n any civil action against a common carrier railroad ... 
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the district court shall not be required to defer to the primary jurisdiction of the 
Surface Transportation Board” and treble damages could be recovered? If the 
economic stability of the railroads is jeopardized, as it would be, so too is the 
economic stability of our members and their families. 

With the nation facing severe economic uncertainty, the railroad industry has again 
been recognized playing a significant part in the recovery. Already, Congress and 
the President have committed billions of dollars to improve and expand passenger 
rail service. On the freight side, the rail industry’s ever increasing investment in 
infrastructure and capacity improvement continues unabated. It has been able to 
do so, despite the economic downturn, because the statutory and regulatory 
scheme that has existed for nearly three decades is well-balanced. The proposed 
legislation might provide a short-term gain for some shippers, but that gain could 
cripple the industry at a time when its continued viability is critical to the naLional 
recovery. 

If you believe that existing statutory authority does noL vest the STB with adequate 
strength to cany out its responsibility to rigorously oversee the railroad industry, 
then the statutes it administers (or the agency itself) should be reformed, not 
abandoned to the courts. But that reform should not happen until the indnstry and 
the shippers sit down with the agency to work out their differences and then 
present yon with a joint solution. We believe that the administrative process 
remains the preferable venue for addressing legitimate shipper grievances without 
jeopardizing the stability of the industry. We believe the pending legislation will 
destabilize the industry. That is why we urge you to oppose it. 



cc: The Hon. Nancy Pelosi, Speaker of the House 

The Hon, Lamar Smith, Ranking Member, House Judiciary Committee 
The Hon. John L. Mica, Ranking Member, House Transportation and 
Infrastructure Committee 

The Hon. Henry C. Johnson, Jr., Chairman House Subcommittee on 
Courts and Competition Policy 

The Hon. Howard Coble, Ranking Member, House Subcommittee on 
Courts and Competition Policy 
The Hon. Corrine Brown, Chairwoman, House Committee on 
Railroads, Pipelines, and Hazardous Materials 
The Hon. Bill Shuster, Ranking Member, House Subcommittee on 
Railroads, Pipeline, and Hazardous Materials 
Matthew K. Rose, Chairman, President and CEO, BNSF Railway 
E, Hunter Harrison, President and CEO, Canadian National Railway 
Fred Green, President and CEO, Canadian Pacific Railway 
Michael J. Ward, Chairman, President and CEO, CSX Transportation 
Michael R. Haverty, Chairman and CEO, Kansas City Southern Railway 
Charles W, Moorman, Chairman, President and CEO, Norfolk Southern 
Railway 

James R. Young, Chairman, President and CEO, Union Pacific Railroad 

2 


Mr. Hemmer. Thank you, sir. That concludes my remarks, and 
I would be happy to answer questions. 

[The prepared statement of Mr. Hemmer follows:] 
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HOUSE COMMITTEE ON THE JUDICIARY 
SUBCOMMITTEE ON COURTS AND COMPETITION POLICY 


HEARING ON H R. 233 

RA IL ROAD ANTITRUST ENFORCEMENT ACT OF 2009 


WRITTEN TESTIMONY OF 
ASSOCIATION OF AMERICAN RAILROADS 


Mr. Chairman and Members of the Subcommittee, my name is J. Michael Hemmer. I 
am the Senior Vice President - Law and General Counsel of Union Pacific Railroad 
Company. 1 am pleased to testify today on behalf of the Association of American Railroads 
and its member freight railroads on H R. 233, the “Railroad Antitrust Enforcement Act of 
2007.” The AAR's members account for 75 percent of US. freight rail mileage, 92 percent 
of employees, and 95 percent of revenues. 

At the outset, 1 want to be sure that everyone understands that the rail industry does 
not object to H.R. 233’s stated goal of having the railroads conduct their affairs in 
accordance with the antitrust laws of the United States. They have done so for decades and 
continue to do so. The railroads strongly believe that their actions already comport with the 
antitrust laws in conjunction with applicable regulatory requirements. 
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The railroads are concerned about some aspects of H R. 233, because we believe the 
bill is not simply about removing antitrust exemptions, although most of its supporters 
probably assume that it is. The aspects of the bill that remove antitrust exemptions are the 
least troubling provisions. 

In many fundamental respects, the bill goes much further. It appears to represent an 
attempt to overturn long-established regulatory policies that have provided enormous benefits 
to shippers and American consumers. It even creates new regulatory law on matters 
unrelated to antitrust. And it consistently treats railroads differently than other regulated 
industries. 

Accordingly, the bill would damage the public interest and severely distort the 
relationship between regulation and antitrust laws. Moreover, using an antitrust bill to 
achieve regulatory objectives will produce unintended consequences, and virtually guarantee 
confusion and disruptive litigation. We will illustrate numerous conflicts between this bill 
and existing or proposed economic regulation. If the United States Congress wants to 
address rail transportation policies, it should adopt a unified approach that coordinates 
economic regulation with antitrust law. They should not be at war. 

I A BRIEF HISTORY OF RAILROAD REGULATION AND ANTITRUST LAW 

It is worth recalling that government policies drove railroads to the edge of ruin twice 
during the Twentieth Century. Early in that century. Congress passed a series of acts that 
imposed ever tighter regulatory restrictions on railroads in order to reduce shipping rates 
(prices) and inhibit price competition between U.S. railroads. 1 Investors almost immediately 
abandoned the railroads, as railroads lost the ability to earn reasonable returns on 

1 Eg. Elkins Act ch 708, 32 Slat. 847 (1903): Hepburn Act, ch. 3591, 34 Slat. 584 (1906); Mann-EIkins Act, 
ch. 309, 36 Stat. 539 (1910). 
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investments. In fact, a panic over rail securities in 1907 drove the entire economy into a 
recession. 2 

By the time the United States entered World War I, the railroads had to be 
nationalized. Nationalization was necessary, not because railroad managements were 
incompetent to meet the needs of the war, but because the railroads had been unable to invest 
and were falling apart. Moreover, federal pooling restrictions and antitrust law prohibited 
coordination to support the war effort. Finally, in 1920, Congress passed the Transportation 
Act of 1920 to revise regulation and provide the opportunity for the railroads to regain their 
financial health. 

Over subsequent decades, an array of government policies again crippled the 
railroads. On the one hand, taxpayers subsidized competing forms of transportation — the 
airlines that took passengers off of private passenger trains and the trucks that took rail cargo 
onto an Interstate Highway system built with federal funds. On the other hand, the railroads 
were forced to maintain money-losing services, their rates could not respond to the 
marketplace, and their attempts to become more efficient were blocked by government 
action. No one in the railroad industry can forget the Interstate Commerce Commission’s 
(“ICC”) refusal to allow a railroad to reduce its rates for grain transportation when it bought 
larger, more efficient rail cars. Nor will we forget the regulatory nightmare of a rail 
acquisition proceeding that lasted so long that the intended patient — the weak Rock Island 
railroad — died on the operating table. 

I began my railroad career working as a union employee for the Rock Island, a large 
midwestern railroad. It went bankrupt largely because of government policies and regulatory 


z In 1907, the railroads comprised one of America's largest industries and were a major engine of the American 
economy. Today, all of the Class I railroads combined are smaller than a number of rail customers. 
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delays. Many of my union co-workers lost their jobs. Around that same time, another 
midwestem carrier and all of the railroads in the Northeast also fell into bankruptcy, 
throwing tens of thousands of employees out of work. In 1972, the average return on 
investment of the rail industry was approximately two percent, less than a child’s savings 
account at the time. 

No recession and no financial crisis caused this collapse. Instead, one only needed to 
look to the government’s policies for the explanation. 

Today’s growing desire to fundamentally increase governmental controls on the 
railroads, whether in the guise of antitrust legislation or new economic regulation, needs to 
be considered with 20 lh Century history as a cautionary tale. To the extent that the objective 
of any Congressional proposal is to reduce shipping costs for certain rail shippers, whether 
by regulation or antitrust, public officials should note the following facts: 

• Railroads have lost some 20 percent of their revenues in the last three months. 

• Congress recently imposed an unfunded government mandate for railroads to install 
at least $8 billion of Positive Train Control systems. 

• The Government is requiring over $2 billion in new environmental controls, with 
carbon restrictions on the horizon. 

• TSA and DOT have imposed hundreds of millions in added costs for secure handling 
of extremely hazardous chemicals — less than one percent of rail traffic. 

• The new administration proposes — and the railroads do not oppose — federal 
programs to expand passenger train service, mostly on freight railroad tracks that will 
require additional investment. 

The railroads can carry only so many burdens at one time before governmental policy forces 
them to retrench. 

* * * * 


4 



49 


Freight railroads provide significant public benefits when government's hand is not 
too heavy. Since the Staggers Rail Act reforms in 1980 adopted national policy that 
railroads must be allowed to earn their cost of capital, railroads and their investors have 
delivered a revitalized rail network. We take traffic off of America’s highways to reduce 
congestion and damage to roads. We carry cargo with one-third the carbon emissions of 
other forms of transportation. We reduce America’s dependence on foreign oil by moving a 
ton of freight 436 miles on one gallon of fuel. We are also cost effective offering the low 
cost alternative for surface freight transportation. For example, it cost 54% less, in inflation- 
adjusted terms, to move freight by rail in 2007 than it did in 1981. 

And we truly lay golden eggs for America, by doing all of this with private money 
instead of public funds. We attract private investors to invest billions of dollars in 
transportation infrastructure that benefits shippers and consumers and displaces taxpayer 
investment. But all of that private investment will be at risk if the lessons of the past are 
forgotten. 

Much is at stake here. The government cannot force investors to loan money to the 
railroads. Without that investment, railroads may wither, as they did in the past, and 
Congress will then be left with the choice of bailing them out with taxpayer funds — or 
building even more highways. We ask the Subcommittee to be thoughtful about its actions 
and their potential, unintended consequences. In particular, we ask the Subcommittee to be 
mindful of the relationship between regulation and antitrust law and to ensure that those 
regimes work in harmony. 
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II. RAILROADS ARE ALREADY SUBJECT TO THE ANTITRUST LAWS 

Let’s return to 1980, when Congress rebalanced regulation with the antitrust laws to 
save a failing freight industry. Because of the railroad industry’s dire straits, Congress 
removed layers of burdensome regulation when it passed the Staggers Act, under the 
leadership of the Democratic Representative from West Virginia, Harley O. Staggers. The 
Act’s goals included: “to assist the rail system to remain viable in the private sector" and “to 
provide a regulatory process that balances the needs of carriers, shippers and the public.” 

Pub. L. 96-488, 94 Stat. 1895, 1897 (1980). Wherever economic regulation was removed, 
antitrust law took its place. For example, the Act allowed railroads for the first time since the 
1 800s to enter contracts with shippers outside the purview of the ICC, and in that arena made 
clear that “[i]f anticompetitive behavior is alleged, under this section, the antitrust laws are 
the appropriate and only remedy available " Pub. L. 96-448, House Rep. 96-1035, 1980 
USC, AN 3978, 4003. 

The often-asserted claim that railroads are “exempted from antitrust laws in most 
respects” (S. Rep. 111-9, The Railroad Antitrust Enforcement Act of 2009, p. 2) is a myth. 
Railroads cannot and do not get together to set prices for competing services. We cannot and 
do not allocate markets or customers. We cannot and do not engage in the unlawful tying of 
one product to the purchase of another to harm competition. All of those activities would 
violate the antitrust laws and would subject us to Department of Justice (“DOJ”) action and 
private treble-damage litigation. 

Indeed, at this very moment, certain shippers have brought billions of dollars of 
antitrust claims against the nation’s four largest railroads for allegedly violating the Sherman 
Act in setting fuel surcharges, hr re Rail Freight Fuel Surcharge Antitrust Litigation . D.D.C., 
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MDL No. 1869, Misc. No. 07-489. We believe that those claims are without merit. Union 
Pacific did not coordinate its fuel surcharge programs with any other railroad, and it alone 
has employed 57 different fuel-surcharge programs. Nevertheless, the four largest railroads 
are being forced to spend many millions of dollars per year to defend against these claims. 
We do not assert in that case that we are exempt from the antitrust laws. Our defense is that 
we complied with the antitrust laws. 

Only in limited areas where the railroads are subject to regulation do antitrust 
exemptions apply. Vestigial antitrust immunities remain because Congress wanted to retain 
economic regulation in specific areas in the ICC, renamed the Surface Transportation Board 
(“STB”). Congress chose to retain economic regulation to protect the public interest, 
because the agency had a century of experience with railroads and their customers. Congress 
expressly told that agency to consider a number of policy objectives in discharging its 
functions. 49U.S.C-. § 10101. Freight railroads are exempt from antitrust laws only where 
Congress decided that it wanted an agency to pursue those policies in regulating railroads. 

Thus, there is no gap — no yawning hole — where railroad actions are exempt from 
antitrust laws but free of regulatory oversight. Some groups of shippers dislike the way that 
the ICC and the STB have applied this oversight. (Indeed, we understand that is why some 
support H.R. 233.) However, whatever may or may not have occurred in the past, the STB 
is today aggressively protecting shipper interests.' 1 If Congress now wants to alter the 
balance between regulation and antitrust, it should act in a coordinated, not piecemeal 
manner. This is what Congress has always done to assure that the Nation’s transportation 
policies are harmonized with antitrust laws: “Congress was faced with the duty of 

~ For example, in a recent decision, tlie STB reversed a prior decision upholding rail charges and awarded the 
largest amount of relief in history in favor of a coal shipper and against the railroad. The award cost the railroad 
some $345 million. 
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harmonizing and reconciling the policy of the antitrust laws as applicable to common carriers 
with the national transportation policy.” S. Rep, 94-499, 1976 USCAN 14, 28. Crossing the 
boundaries of committee jurisdiction. Congress should coordinate regulation with the 
antitrust laws. As we will demonstrate, H R. 233 addresses antitrust exemptions and more 
without considering interactions with regulation, existing or future. That concerns us, and it 
should concern all policymakers. 

Ill ONLY CERTAIN PROVISIONS OF H R. 233 ACTUALLY REPEAL ANTITRUST 

EXEMPTIONS 

The stated intent of this bill is to repeal antitrust exemptions. In four respects, it does 
that. First, it would repeal the so-called "Keogh Doctrine." Second, it would repeal 
provisions of 49 U.S.C. § 10706 that confer antitrust immunity for what were once known as 
"rate bureaus." Third, it would remove the exemption in 49 U.S.C. § 11321 that prevents 
DOJ from reviewing proposed railroad acquisitions and mergers. Finally, it would allow 
private parties, like the Government can today, to seek injunctions. The railroads see no 
reason to make these changes, some of which discriminate against railroads, but we 
recognize that they are consistent with the stated purpose of the bill, which is to repeal 
antitrust exemptions. 

A. Eliminate the “Keogh Doctrine” for railroads, but not for utilities . Section 
2(a), which would eliminate the Keogh Doctrine (also known as the “filed-rate” doctrine) 
would have little effect on railroads. Many years ago, the railroads filed their rates — their 
prices — with the ICC. The ICC reviewed them, opponents routinely filed protests, and the 
agency often suspended and revised rates. In a case called Keogh , the courts, quite 
reasonably, ruled that rates supervised by a regulator could not be attacked by shippers 
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seeking damages under the antitrust laws. Keogh v. Chicago & N.W.Rv. . 260 U.S. 156, 43 
S. Ct. 47 (1922). 

While the railroads are still subject to rate regulation, for all practical purposes 
railroads no longer file their rates with regulators Accordingly, what the courts would say 
about railroads and the Keogh Doctrine is far from clear. In any event, I can assure you that 
no railroad counsel tells a client to act contrary to the provisions of the antitrust laws in 
reliance on the Keogh Doctrine. Repealing the Keogh Doctrine will have little or no 
practical effect on railroad actions or shipper remedies. 

Ironically, some electrical utilities actively support H R 233 even though the primary 
users of the Keogh Doctrine are electrical utilities. Eg. . Utilimax.com. Inc, v. PPL Energy 
Plus. LLC. 273 F.Supp.2d 573 (E.D. Pa. 2003), afFd 378 F.3d 303 (3d Cir. 2004). Recent 
assertions that the electric utility industry is "fully subject to the antitrust laws” are therefore 
mistaken. Thus, this provision of the bill is one of many that single out railroads for 
disparate treatment. The Subcommittee could easily modify Section 2(a) of H R. 233 to level 
the playing field by repealing the Keogh Doctrine for all industries. 

B Repeal antitrust immunity for "rate bureaus” . Like repealing the Keogh 
Doctrine, Section 8(a)’s repeal of rate bureau immunity under 49 U.S.C. § 10706 would have 
minimal impact on the railroads. The railroads eliminated virtually all of the rate bureaus 
many decades ago. 

As difficult as this may be to believe, railroads for decades were required by law to 
agree on prices and charge the same price regardless of which route a shipper choose 
between two points. In that regulatory environment, Congress essentially forced railroads to 
use rate bureaus to develop rates, and it conferred antitrust immunity on the process. But 
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Congress changed that policy in the Staggers Act and rebalanced the interface of regulation 
with antitrust law. The rate bureaus are gone, and railroads must compete on price and 
service — subject to the antitrust laws. This transition demonstrates that antitrust laws and 
regulation have long worked in tandem, not at cross-purposes. 

For all practical purposes, Section 10706 continues to apply in only one modest 
respect, which is to establish the complex mechanics for paying rentals for use of rail cars 
("car hire") between railroads and by railroads to other car owners. 49 U.S.C. § 
10706(a)(d)(C). Railroads do not collectively establish the rental prices they pay each other. 
They must negotiate those bilaterally. The collective activity merely establishes the 
processes for payments, collections, adjustments, and the like. This activity is not 
controversial and is accepted by all stakeholders because it simplifies and therefore reduces 
transaction costs. Tt was approved by the STB’s predecessor, which prescribed numerous 
protections, such as recording of all proceedings. The vestigial antitrust immunity for this 
minor activity facilitates significant efficiencies and should not be eliminated. This 
collective action might well survive antitrust review as a joint venture, but one of the 
unintended consequences of this legislation is that this activity may be called into question 
and the erratic results that emerge from district courts under the antitrust laws would create 
unnecessary risks and costs. 

C. Authorize dual agency review of rail mergers . Section 8 of the bill provides 
that rail mergers would be reviewed by both the STB and the DOJ. We think dual reviews 
are unnecessary, and we do not understand what that added review would accomplish other 
than consuming governmental resources. 
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Indeed, the Justice Department is likely to impose a narrower competition test on 
future railroad mergers than would the Surface Transportation Board, which looks to the 
broader public interest. It is virtually inconceivable that the STB would today approve a 
major rail merger that the Justice Department, applying its narrower focus only on 
competition issues, would conclude is anticompetitive. 

The STB has strengthened its standards for reviewing rail mergers for competitive 
effects. In the past, the ICC and the STB consistently ensured that shippers with competing 
rail service before the merger retained two competitive rail options afterward. The STB 
required continuation of prior competition through "conditions" on mergers. In 2001, the 
STB adopted new regulation governing major rail mergers, which would not only protect 
competition but would improve it. The new regulations elevated the importance of 
competition to an even higher level, and imposed a new requirement. In most future merger 
proposals between Class I railroads, the applicants must demonstrate that they have taken 
steps to enhance competition — to create competition that did not previously exist. 49 C.F.R. 
§ 1180.1. This is a much tougher standard than that established by the antitrust laws, under 
which the DOJ must persuade a court that the effect of the transaction may be “substantially 
to lessen competition, or to tend to create a monopoly.” 15U.S.C. § 18. The railroads do 
not understand the benefits of having additional agencies apply narrower antitrust standards 
to the same transactions with the attendant increase in administrative burdens on such 
transactions 

D. Allow private antitrust injunctions against railroads, but not other carriers . 
Section 5 of the bill is yet another provision that would treat railroads differently from other 
regulated carriers. The Clayton Act contains a restriction on private (but not DOJ) injunction 
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actions against common carriers. 15 U.S.C, § 26, Section 5 would treat railroads differently 
from other common carriers by excluding only railroads from the ban on private injunctions. 

That ban was adopted and applied to all common carriers for a sensible reason: it 
prevents trial courts and juries, which can reach a multiplicity of outcomes, from reaching 
different and conflicting outcomes than a regulator on matters subject to regulation. See . 
e.g. . Central Transfer Co. v. Terminal R.R. Ass'n . 288 U S. 469, 475, 53 S. Ct. 444, 446 
(1933). Section 5 of the bill, therefore, would create another incompatibility between rail 
regulation and antitrust. If adopted, it would subject railroads to potentially conflicting 
obligations, with an agency telling them to behave one way and a jury telling them to pay 
treble damages for behaving that same way. An antitrust court would be called upon to 
address a specific set of facts without viewing the broader public-interest implications that a 
regulatory agency would consider. 

TV. SEVERAL OF THE BILL'S PROVISIONS DO NOT REPEAL EXEMPTIONS. 

ARE DESIGNED TO OVERRIDE REGULATORY DECISIONS. WOULD HARM 

SHIPPERS. AND CREATE CONFLICTS WTTH THE REGULATORY REGIME 

Whether intended or not, several provisions of HR. 233 appear to be designed for the 
primary purpose of overturning regulatory decisions. This is most obvious with respect to 
Section 8's directive to the STB to decide certain proceedings in a way that favors the 
interests of local communities. This provision has nothing to do with antitrust. Similarly, 
conferring new powers on the Federal Trade Commission (“FTC”), which would apply only 
to the railroad industry and not to any other type of common carrier, would create a frontal 
conflict with the STB's "exclusive” jurisdiction over the same subject matter. Finally, and 
most startlingly, the bill limits as to railroads only the doctrine of primary jurisdiction, which 
is not an antitrust exemption at all, but ajudicially-made and essential accommodation 
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between regulatory regimes and all manner of proceedings in the courts. That provision in 
particular would have unintended consequences and would, in many contexts, put statutory 
blindfolds on the courts. 

A. Give communities priority rights in some regulatory decisions . Two 
provisions of H.R. 233 would expressly require the Surface Transportation Board to consider 
impacts on “affected communities" in making certain regulatory decisions. Section 8(a), 

8(b). These provisions are unrelated to the antitrust laws and are instead modifications of 
regulatory policy. 

These provisions are also unnecessary and undesirable. They would adopt “NOT IN 
MY BACKYARD” as official federal policy for railroad industry transactions. This could 
block transactions with significant value to shippers and consumers. The rail industry needs 
to expand over time, and this provision could bar transactions that would be necessary to 
ensure adequate capacity in the future. Every shipper in America ought to oppose them. 

No change in law is warranted. The Surface Transportation Board applies to the 
National Environmental Policy Act ("NEPA")to consider environmental effects of its 
decisions, including impacts on communities. The Board's regulations contain extensive 
rules requiring railroads to file environmental detail in connection with rail transactions. 49 
C.F. R. § 11 80,6. Far from ignoring those provisions, the Board applies them aggressively. 

Tn a recent, small-scale rail consolidation proceeding, for example, the applicants were 
charged more than $20 million in administrative costs to perform environmental analyses, 
not including the multi-million-dollar costs of environmental mitigation. Environmental 
analysis has become the most burdensome aspect of rail consolidation proceedings. 
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The railroads see no reason to subject the rail industry, or the Surface Transportation 
Board, to greater environmental review than applies to government action on highway 
projects, airport expansions, or any other part of the economy. NEPA is an effective law 
with a fully developed body of interpretations. Accordingly, we respectfully suggest that 
these provisions to favor local interests have no place in antitrust legislation. 

B Allow the FTC to regulate competition for rail carriers, but not for other 
carriers, under principles that extend beyond the antitrust statutes. Section 7 of HR. 233 is 
yet another example of applying a different legal standard to railroads than Congress applies 
to other carriers. It also could create a glaring conflict with STB rail regulation. 

Section 7 modifies the Federal Trade Commission Act (15 U.S.C. § 45(a)(2)) by 
excluding rail carriers from a general exclusion that deprives the FTC of jurisdiction over 
common carriers. Under Section 2(b), the FTC would gain authority over rail carriers under 
Section 5 of the Federal Trade Commission Act "to the extent such section 5 applies to unfair 
methods of competition." ( See also Section 9(b)). Clearly, railroads would be treated unlike 
other common carriers, which are not subject to the jurisdiction of the FTC. 

The conflict with STB jurisdiction is especially troubling. Indeed, FI R, 233 does not 
attempt to address an express statutory conflict that it would create with 49 U.S.C. § 

10501(b), which grants the STB "exclusive" jurisdiction over rail transportation, rates, 
classifications, rules (including car service, interchange, and other operating rules), practices, 
routes, services, and facilities of railroads. Td. 

The STB regulates railroad conduct through two primary sources of authority, as well 
as its general authority. First, the STB has exclusive jurisdiction to determine the scope of a 
rail carrier's "common-carrier obligation." 49 U.S.C. 11101(a). Indeed, the STB is 
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adjudicating a common-carrier dispute involving Union Pacific today. Union Pacific 
Railroad Co. — Petition for Declaratory Order . STB Finance Docket No. 35219. In such 
matters, the Board's charge is to determine whether a request for transportation is 
"reasonable" and must be satisfied by the railroad. Granite State Concrete Co. v. STB . 417 
F.3d 85, 92 (1st Cir. 2005). As parties in the pending proceeding have argued, this 
determination involves issues of rail competition. Second, a significant STB role is to 
determine the reasonableness of railroad "practices," which encompass a wide range of 
conduct that relates to competition. 49U.S.C. § 10701. 

The clash between FTC jurisdiction over "unfair methods of competition" and STB 
exclusive jurisdiction over rail common carriage and rail practices is foreseeable and would 
undermine public policies that matter. The STB is required by law to discharge its exclusive 
jurisdiction in the public interest and in accordance with the framework of a Rail 
Transportation Policy that Congress imposed on the agency. 49U.S.C. § 10101. Its 
statutory responsibility therefore is to consider an array of public-interest factors. In contrast, 
the FTC has an entirely separate body of precedent and policy that extends into matters of 
policy. Although the FTC’s focus is on promoting competition, the Supreme Court has made 
clear that the prohibition in Section 5 of the FTC Act against “unfair methods of 
competition” encompasses “not only practices that violate the Sherman Act and other 
antitrust laws, but also practices that the Commission determines are against public policy for 
other reasons.” FTC v. Ind. Fed’n of Dentists , 476 US. 447. 454 (19861. The current 
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Chairman of the FTC has also stated that he regards the FTC as “an agency with authority 
that extend[s] well beyond the limits of the antitrust laws.” 4 

It seems virtually inevitable that the standards applied by these two agencies would 
diverge, even if both were giving consideration to competitive effects as a principal 
component of their public interest determination. The nation could be at risk if the STB were 
to conclude, in the exercise of its wisdom and expertise as regards national transportation 
policy, that certain conduct furthers the public interest and should be encouraged, whereas an 
inquiry by the FTC more narrowly focused on its competition-based standards might find 
that the conduct should be enjoined, thereby thwarting the STB's policy objectives. 

This additional, likely conflict underscores the need for coordination between 
antitrust policy and regulatory policy. 

C. Restrict primary jurisdiction for railroads, but no other regulated entities. 
Section 6 of H R. 233 restricts the doctrine of "primary jurisdiction," which balances 
regulation with all other types of law for every regulated industry. Under the primary 
jurisdiction doctrine, a court will normally defer to an expert agency when the agency has 
jurisdiction over the subject matter of a legal dispute. 

The primary jurisdiction doctrine is not an antitrust exemption at all As one court 
explained, the doctrine is properly invoked where there is: “(1) the need to resolve an issue 
that (2) has been placed by Congress within the jurisdiction of an administrative body having 
regulatory authority (3) pursuant to a statute that subjects an industry or activity to a 
comprehensive regulatory scheme that (4) requires expertise or uniformity in 

4 “‘Tales from the Crypt’ - Episodes ’08 and ’09: The Return of Section 5 (‘Unfair Methods 
of Competition in Commerce are Hereby Declared Unlawful’),’ Remarks of Commissioner 
Leibowitz at FTC Section 5 Workshop (Oct. 17. 2008). 
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administration.” United States v. General Dynamics Coro, . 828 F.2d 1356, 1362 (9th Cir. 

Cal. 1987). Discouraging primary jurisdiction would be a major change in jurisprudence that 
would reach far beyond the antitrust laws. It would leave courts without the benefit of a 
regulatory agency’s expertise when regulation is involved. 

Section 6 would give trial courts the power to disregard agency action, but only with 
respect to railroads . Accordingly, the many public statements that H R. 233 is intended to 
treat railroads like other industries is again not correct. Section 6 would treat railroads 
uniquely, leaving electrical utilities and other regulated industries with the important doctrine 
of primary jurisdiction. 5 

Section 6 also proves that H R. 233 is intended to override regulation, and not merely 
to remove antitrust exemptions. Exemptions could be removed without touching the primary 
jurisdiction doctrine. The railroads believe that this overreaching provision is in the bill for 
the purpose of allowing antitrust attacks to overturn regulatory decisions of the types 
described below 6 

1. Allow lawsuits for “bottleneck” rates . Thirty years ago, shippers could 
dictate railroad routing of each shipment, spreading rail shipments over innumerable routes, 
increasing costs and preventing railroads from using economies of density. Some shippers 
took advantage of this power by using railroads as rolling warehouses. They achieved this by 
requiring railroads to route shipments over the slowest possible routes using the largest 
possible number of handoffs (“interchanges”) between railroads. T recall interchanging 
transcontinental lumber shipments to the out-of-the-way, 90-mile Oklahoma City, Ada & 

' Because of ambiguous drafting, a trial court might be unsure whether to defer to the agency. Section 6 says 
that the court ‘ shall not be required” to defer, suggesting that courts limit deference. It might or it might not. 

No one can predict what individual courts will do. 

6 The Committee Report on H.R. 1650 outlined this intent. H R. Rep. 1 10-860. 
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Atoka Railway because shippers wanted to delay the shipments until they could find a buyer 
somewhere in the South or East. 

For the last three decades, federal policy has allowed railroads to act like rational 
businesses instead. Railroads were given the opportunity to offer faster and more reliable 
service with fewer handoffs. As a result, railroad productivity has flourished. This 
productivity saved many billions of dollars, most of which were either passed along to 
shippers in the form of lower rates and improved utilization of shipper-supplied cars or 
reinvested in the railroads’ physical plant to continue to improve rail service. 

Flowever, H R. 233 would attempt to use the antitrust laws to reverse this successful 
policy and throw the industry 30 years backward. In the scenario envisioned by the bill, 
shippers could force railroads to quote rates and reroute rail shipments to any interchange 
point that the shipper chooses, under threat of treble-damage antitrust lawsuits. This would 
yield unintended consequences. 

The goal, as confirmed by the draft Judiciary Committee Report for last session’s bill, 
is to overturn 1996 STB decisions known as the "Bottleneck Rate" cases. 7 Those decisions, 
based on longstanding TCC case law, held that, under most circumstances, a railroad that is 
the only railroad serving a location is not required to compete against itself by delivering 
shipments to a competing rail carrier over a so-called "bottleneck segment." Instead, the 
carrier that serves the entire route is allowed to carry the shipment all the way from origin to 
a destination on its own route. 8 Some shippers believe that this decision deprived them of 


E.g.. Central Power & Light Co. v. Southern Pacific Transportation Co.. 1 S.T.B. 1059 (1996), afTd sub nom. 
MidAmerican Energy Co. v. STB. 169 F.3d 1099 (8 th Cir. 1999) 

8 The originating carrier must, of course, interchange a shipment to another carrier if the originating carrier 
caimot serve the destination. 
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competition between two carriers over portions of rail routes where there is more than one 
available rail line. 

Years of debate about the “Bottleneck Rate” cases have yielded an abstract, dry 
discussion about regulatory theory. This debate has lost sight of a critically important, real- 
world fact. If HR 233 were passed in its current form, and if railroads were required by 
antitrust courts to provide service on any “bottleneck” segment a shipper selects, 9 the 
physical operations of the nation's rail network would be severely disrupted, returning the 
industry to the lower productivity of the pre-Staggers Act era. 

Requiring “bottleneck” service on demand would change the physical routing of rail 
cars. It would undermine railroad productivity built under three decades of public policy. It 
would increase railroad costs. It would impair service quality and reduce asset utilization. It 
would strand railroad assets in which railroads invested billions of private capital in recent 
years. It would require new investments to support new 1 routings (assuming railroads could 
raise money from investors), yet shippers could change their minds about those routes on a 
whim. It would create new impacts on local communities and negative environmental 
impacts by forcing traffic through little-used connection points and over little-used rail lines 
throughout the nation. 

What is important to recognize, which H R. 233 does not, is that any evaluation of 
“bottleneck” practices needs to address two fundamental concerns, i.e„ the impact on rail 
network operations and the appropriate level of compensation for the “bottleneck” carrier. 
These issues are properly within the purview of regulatory, not antitrust, policy. Also often 
forgotten when “bottleneck” issues are discussed is that the STB retained and still has the 

J Tlie railroads do not concede that an antitrust court would find a refusal to quote a bottleneck rate unlawful. 
Recent Supreme Court decisions reject an antitrust duly of one firm to aid a competitor under most 
circumstances. See Trinko. Linkline , cited below. 
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power to regulate the originating carrier's rate to ensure that it is "reasonable," thereby 
protecting the shipper, and the STB is very active today. 10 

No one has studied, or could comprehensively study, the full operational or 
environmental effects of a “bottleneck rate” requirement on the national rail system, and the 
Subcommittee has no way of knowing how disruptive and damaging it would ultimately be. 
Evaluating the public interest in a network industry is inevitably a regulatory function. By 
turning the question over to individual courts, none of which would take into account the 
total rail network concerns, H R. 233 — if attacks on regulatory policy succeed — would 
produce inconsistent and disruptive decisions by the courts. As a reminder, the railroads 
would strongly contest any attempt to use the antitrust laws in this way. 

Note also that the objective of the proponents of these lawsuits - lower rates - could 
not be achieved through resort to the antitrust courts alone. Even if such courts did order a 
railroad to provide service and quote a rate, they would not have a basis for establishing a 
rate at any particular level. Courts are not equipped to engage in ratemaking, and the 
Supreme Court has instructed that they not engage in this activity in antitrust cases. As the 
Supreme Court reiterated only a few months ago, "Courts are ill suited 'to act as central 
planners, identifying the proper price, quantity, and other terms of dealing.'" Pacific Bell 

Telephone Co. v. Linkline Communications, Inc .. U S. , 129 S. Ct. 1 109, 1 121 

(2009) (quoting Verizon Communications Inc, v. Law Offices of Curtis V. Trinko, LLP . 540 
U S. 398, 408, 1 24 S. Ct. 872, (2004).). The Court endorsed the view that antitrust courts 
should not get involved "when compulsory access requires the court to assume the day-to- 


10 til addition to handing down the biggest rale award ill its history, the STS recently mediated a “small shipper” 
case to a satisfactory settlement. Another shipper filed another such case this month against Union Pacific. 
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day controls characteristic of a regulatory agency." Id. at 415. Yet Section 6 ironically 
cautions them against deferring to any agency for assistance. 

2. Allow attacks on “paper barriers .” Similarly, another principal 
objective of HR 233’s restriction on primary jurisdiction, as shown by last session's 
Committee report, is to overturn so-called "paper barriers." What is a “paper barrier”? It is a 
provision of a sale or lease from a larger railroad to a smaller rail purchaser or a lessee of a 
rail line that was previously operated by the larger railroad, but which both parties agree can 
be operated more efficiently by the smaller railroad. The “paper barrier,” in one way or 
another, provides that the majority of the rail traffic that originates or terminates on the 
segment operated by the smaller railroad would continue to flow over the larger railroad’s 
network, as it did before the transaction. 

Why do large railroads and smaller railroads enter into contracts with "paper 
barriers"? They do so because the smaller railroad could not otherwise afford to acquire or 
lease the rail line at all, and because the traffic handled by the smaller railroad continues to 
be important to supporting the larger railroad’s network. Most of these short rail lines are 
barely economical to operate, even with their lower cost structures afforded by these 
transactions. Therefore, a "paper barrier" is simply a very efficient financing mechanism, 
allowing both the smaller and larger railroad to share in the benefits of the transaction by 
sharing traffic, rather than requiring the smaller railroad to pay the large railroad money up- 
front or make annual rental payments. To illustrate the point, no lessee of a Union Pacific 
rail line has within memory — if ever — paid any rent for the use of Union Pacific's properties. 
They pay “rent” by routing traffic over Union Pacific. 
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"Paper barriers" have been a huge success for the nation's shippers and consumers. 
They spawned an entire industry of hundreds of short-line railroads, which have a reputation 
for providing high quality, customer-oriented service. These transactions also have avoided 
the unpleasant alternative: in many instances, the larger railroad would otherwise have 
abandoned service on the rail line, eliminating rail service altogether and also eliminating the 
opportunity for new shippers to locate on that rail line. In addition, some of the transactions 
create new competitive opportunities that did not previously exist. Some transactions allow a 
portion of the shipments to be routed via a competing carrier — new competition that might 
not have existed without the transaction. Finally, the railroad industry has developed a 
process to allow service over a competing rail carrier for new shippers who locate on a short 
line under most conditions where the shippers’ traffic would otherwise be lost to rail 
transportation if the ‘'paper barrier” was not waived 11 

For decades, the TCC and the STB strongly supported these spin-offs, including their 
financing arrangements. Proponents of HR. 233 hope to overturn "paper barriers" using the 
same mechanism that would be applied to overturn the Bottleneck Rate cases. Under Section 
6, the courts would be guided not to defer under primary jurisdiction to the regulatory agency 
that approved the transactions and instead to allow attacks on regulatory decisions. The 
railroads do not believe that antitrust attacks would succeed, but they would have undesirable 
effects if they did. (The railroads also believe that any successful attacks would raise 
Constitutional issues.) 

Meanwhile, this has become a solution looking for a problem. The STB has already 
revised its policies to effectively discourage future transactions that use "paper barriers," and 

1 1 Rail Industry Agreement between the larger railroads and the American Short Line and Regional Railroad 
Association. 
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it has opened up the opportunity to challenge existing transactions. STB Ex Parte No. 575, 
Review of Rail Access and Competition Issues - Renewed Petition of the Western Coal 
Traffic League (Decision served Oct. 30, 2007). That STB decision has already had the 
unfortunate result of ending the creation of new short lines by my railroad. If a purchaser 
cannot pay rent on our assists, we have no motivation to make the assets available for free. If 
H R. 233 passes, an unintended consequence will be that the “short line movement,” as it is 
called, will end. No railroad would risk an antitrust case when it can retain its lightly-used 
rail lines — or abandon them — and avoid the risk. 

* * * * 

The railroads are not aware of any effort to reconcile proposed changes in the 
application of antitrust law to railroads with either existing railroad regulation or with 
proposed changes to regulation that both Houses of Congress are considering. Indeed, some 
advocacy groups are explicitly supporting this legislation, while simultaneously pursuing 
separate legislation that would address the same topics by regulation. 

We are not aware of any study of the effects of the inevitable interactions between 
these regimes on the railroads, on shippers, or on consumer welfare. Many assume, 
automatically, that more antitrust exposure automatically advances the public interest, but, 
hundreds of times in the past, Congress has reached the opposite conclusion. It has expanded 
economic regulation and created immunities to allow regulation to function. No one can be 
certain what effects anew mix might have if it comes to pass, but they would surely be 
inefficient, uncoordinated, and likely contrary to the Nation’s vital transportation needs. 

finally, in many ways, if antitrust law remains as it is today, this legislation does not 
even solve its proponents concerns. But the bill’s unintended consequences for rail 
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investment, because of the uncertainty it creates and the potential for conflicting court 
decisions, and the impacts to rail efficiency are large. 

IV. H R. 233 RAISES SIGNIFICANT CONCERNS ABOUT RETROACTIVE 
APPLICATION 


Jurisprudence dating back over 200 years establishes that laws normally apply only 

prospectively. As the Supreme Court explained in its most recent decision on the subject: 

“Elementary considerations of fairness dictate that individuals should have an 
opportunity to know what the law is and to conform their conduct 
accordingly; settled expectations should not be lightly disrupted. For that 
reason, the 'principle that the legal effect of conduct should ordinarily be 
assessed under the law that existed when the conduct took place has timeless 
and universal appeal.”’ 

Landaraf v. US1 Film Products. 511 U S. 244, 265 (1994) (citations omitted). We assume 
that the Subcommittee intends H.R. 233 to apply only prospectively. The language of 
Section 9, however, leaves ample room for an antitrust agency or plaintiff to bring a case 
attacking past conduct — conduct that has been expressly immunized from the antitrust laws. 

Section 9(b) prohibits antitrust actions based on behavior that: (1) occurs after the 
1 80th day after enactment of HR. 233; and (2) was previously immunized from the antitrust 
laws. This leaves open the possibility that transactions previously approved as in the public 
interest, immunized from the antitrust laws, and fully implemented may be challenged as 
unlawful, if the conduct that is the essence of the approved transaction continues on the 1 81 st 
day. This, in turn, could lead to antitrust attacks on the continuing operation of every TCC- 
approved or STB-approved transaction in railroad history. 

To take an example involving my company. Union Pacific received TCC authorization 
in 1982 to acquire the Missouri Pacific Railroad Company and Western Pacific Railroad 
Company, two other western railroads. Pursuant to the governing statute, the lCC’s approval 
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order gave UP full and unrestricted authority to take all steps necessary to implement that 

merger, including combining the three companies and unifying their operations. Union 

Pacific — Control — Missouri Pacific. Western Pacific . 366 I.C.C. 462 (1982). All of that 

happened, and the three former railroads are no longer distinguishable. Nevertheless, under 

Section 9, an antitrust plaintiff could argue that the ongoing conduct made possible by the 

acquisition, although lawful in every respect at the time and implemented with antitrust 

immunity, violates antitrust standards on the 181st day after enactment. 

This problem, of course, is not limited to the Union Pacific-Missouri Pacific-Western 

Pacific transaction. It applies with equal force to hundreds of rail mergers and line sales 

from the past. Logically, the same claim could be raised against other rail mergers and line 

sales approved 20, 40, or even 60 years ago, involving railroads we hardly remember today, 

as well as many other approved transactions. 

In the event such antitrust actions proceeded, and succeeded, the railroads would 

probably raise due process claims under the United States Constitution, given the regulatory 

framework that exempted these transactions from antitrust scrutiny when the parties elected 

to consummate them. Railroads also could assert massive "takings" claims under the Tucker 

Act, which could end up costing taxpayers billions of dollars. This is just another unintended 

consequence of the legislation of which policy makers should be aware. 

We respectfully suggest that the Subcommittee take a very close look at the language 

of Section 9 and eliminate this potential retroactive application, 

V THE BILL AND ANY COMMITTEE REPORT SHOULD NOT PREJUDGE 

ANTITRUST CASES OR ATTEMPT TO ALTER ANTITRUST JURISPRUDENCE 

The railroads understood that H.R. 233's purpose is to remove exemptions and open the 
courts for antitrust complaints. As we have already noted, the bill does much more than that. 
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Neither the language of the bill nor any accompanying report should prejudge how a court 
should decide a case. The railroads are concerned, because the Report for last Congress’s 
H.R. 1650 strongly suggested that the railroads had already been put on trial and lost. 

Regarding "bottleneck rates," long-established Supreme Court precedent, cited 
earlier, holds that firms must aid, or provide their assets to, competitors under only rare and 
unusual circumstances. In general, firms, including finns with monopolies, are free under 
American law to decide with whom they will do business. See Verizon Communications Inc. 
v. Law Offices of Curtis V. Trinko. LLP, 540 U.S. 398, 408 (2004) (“as a general matter, the 
Sherman Act ‘does not restrict the long recognized right of [a] trader or manufacturer 
engaged in an entirely private business, freely to exercise [its] own independent discretion as 
to parties with whom [it] will deal”’) (quoting United States v. Colgate & Co. . 250 U.S. 300, 
307 (1919)). That right is not entirely unqualified, but the Supreme Court has instructed 
extreme caution in basing antitrust liability on a “refusal to cooperate with rivals.” Id., 540 
U.S. at 408-10 (noting, for example, that the Aspen Skiing case. Aspen Skiing Co. v. Aspen 
Highlands Skiing Corp. . 472 U.S. 585 (1985), which found liability on facts where an alleged 
monopolist discontinued a prior course of cooperation, is “at or near the outer boundary of §2 
liability”). An antitrust court would be even less likely to rule for a plaintiff in an industry 
structure where a regulatory agency offers a remedy for unreasonable prices and also has the 
authority to grant the kind of competitive access that seekers of bottleneck rates desire. See 
id., 540 U.S. at 41 1-12 (noting that regulatory structure that enabled a regulator to grant 
access counseled strongly against applying the antitrust laws). 

Regarding "paper barriers," sales and leases to shortline railroads do not reduce 
competition in any way. The transactions preserve service on a rail line that might otherwise 
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be abandoned and preserve the competitive situation that existed before the transaction. 
Contractual provisions that are a central part of the consideration for such transactions, and 
which address the basic terms of the ongoing traffic-interchange relationship between the 
large railroad and the smaller railroad it created, should not be found unreasonably 
anticompetitive by antitrust courts. 

We have been told that the objective of H R. 233 is simply to open antitrust courts to 
shippers by removing exemptions. However, the report that accompanied last session's H R. 
1650 went further, strongly suggesting that the drafters had already tried and convicted the 
railroads. We respectfully ask that the report remain neutral regarding how antitrust courts 
should decide any new case. 

It would come as a major surprise if H R. 233 were intended to revise decades of 

antitrust jurisprudence or to make substantive changes in those laws. Similarly, it would be 

quite surprising if this bill, directed at one industry, were to be viewed as overturning 

Supreme Court decisions. Accordingly, we respectfully suggest that the bill should include a 

"savings provision" stating that the bill has no such intent. The bill should not create any 

presumption or inference that any conduct or activity is in violation of the antitrust laws. 

VI. CHANGES IN ANTITRUST LAW AND RAIL REGULATION MUST BE 
COORDINATED 

Congress should address the interaction of antitrust laws with the regulatory regime it 
has already established or that it may establish in the future. Because parts of HR 233 are 
designed to override regulatory decisions, they would inevitably create conflicts and 
uncertainty for railroads, railroad customers, and courts. That same uncertainty may cause 
investors to be cautious about the railroad industry, increasing borrowing costs and reducing 
the railroad industry's ability to draw capital from the private sector. The railroad industry 
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urges this Subcommittee not to act in isolation, but to work with colleagues in other 
committees of jurisdiction to craft a coherent, national rail policy that integrates regulation 
with antitrust jurisprudence. 

Conflicts with regulatory regimes become especially evident if one contrasts H R. 

233 with H R. 2125, introduced during the last Congress. H.R. 233 is designed to allow 
shippers to challenge so-called "paper barriers" in antitrust courts. Section 103 of H.R. 2125 
addressed the same matter, granting the STB the authority to review future "paper barriers" 
under specific standards and to make policy decisions about whether terminating the "paper 
barrier" would "materially impair the ability of an affected rail carrier to provide service to 
the public or would otherwise be inconsistent with the public interest." Antitrust courts are 
not equipped to apply those specific standards or to make the policy decisions that H.R. 2125 
would have imposed. 

Similarly, H.R. 233 is designed to allow shippers to bring antitrust claims to force 
railroads to provide ‘’bottleneck” service on demand. Section 102 of H.R. 2125, however, 
gave that power explicitly to the Surface Transportation Board, eliminating any role for 
antitrust courts. H.R. 233 creates yet another direct conflict with existing and future 
regulatory policy by authorizing the FTC to regulate practices that the STB also regulates, 
creating conflicting results. 

As noted earlier. Section 6 of H.R. 233 would confuse matters still further by 
directing that courts "shall not be required to defer to the jurisdiction of the Surface 
Transportation Board." Section 6. Thus, while district courts are discouraged from 
deferring, they may defer. As a result, different courts and the regulatory agency could well 
reach opposite conclusions about the same type of dispute or even the very same actions. For 
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example, a district court might conclude that a particular railroad practice is unreasonable 
under the antitrust laws, but the Surface Transportation Board might decide that the practice 
is in the public interest. Congress should not allow such conflicts to arise, much less induce 
them. 

In both Houses of Congress, we believe legislation is likely to be introduced that 
would propose to alter regulation of our rail industry. Antitrust laws should be carefully and 
thoughtfully integrated with existing regulation or whatever legislation is proposed from the 
commerce committees. Pushing forward with laws that address the same subject matter can 
only produce confusion for all stakeholders in rail transportation, and involve the courts and 
agencies in years of litigation to unwind the confusion. Throughout that uncertainty, 
investors would be reluctant to invest their dollars in an industry with an uncertain future. 

We urge this Subcommittee to pursue rational coordination, not a flawed partial solution that 
may be undermined by future legislation. 
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Mr. Johnson. Thank you sir. 

Next we will hear from Mr. Terry Huval. 

TESTIMONY OF TERRY HUVAL, DIRECTOR, 
LAFAYETTE UTILITIES SYSTEM, LAFAYETTE, LA 

Mr. Huval. Thank you very much, Mr. Chairman. My name is 
Terry Huval, from Lafayette, Louisiana. I would like to thank the 
Members of the Subcommittee for allowing me to testify before you 
today. 

I am appearing on behalf of my community, Lafayette, Louisiana. 
I am at America Public Power Association, which represents 2,000 
publicly-owned utility systems in the country, and the Consumers 
United for Rail Equity. 

What we are asking is to seek removal of any antitrust law ex- 
emptions applicable to railroads, which we believe — and we will be 
able to show you in a couple of minutes — affects the marketplace 
and creates significant — of harm to our customers and the cus- 
tomers of many other entities. House Resolution 233, the Railroad 
Antitrust Enforcement Act of 2009, we think is a necessary step. 

We congratulate, of course, the Judiciary Committee of last year 
for having voted for similar legislation, and believe that taking this 
to the final conclusion would be in the best interest of the public. 

I want to tell you a little story about Lafayette, Louisiana. We 
serve 125,000 people. Those are residents of our population. We 
have 60,000 customers, as a whole. We own 523 megawatts — 50 
percent of our 523-megawatt Rotomaker Power Plant in Boyce, 
Louisiana. 

We are the 50 percent owner of that 523-megawatt unit; been an 
owner of that unit since 1982. And that particular unit provides al- 
most two-thirds of our electricity, so whatever cost impacts affect 
that plant have an impact on two-thirds of the energy costs that 
we provide to our customers. 

If you look at the screen, I will refer you to the trek that our coal 
must take from the Powder River Basin in Wyoming all the way 
down to Louisiana. You will notice that we have one rail provider 
that is in red and an alternative rail provider that is in green and 
blue. 

The whole trek to our plant is 1,500 miles; 1,480 miles of that 
trek has a competitive option. In other words, we could either 
choose, in a purely competitive environment, to buy rail transpor- 
tation from the company in red or we could purchase from the com- 
pany in green or blue. The only part that is subject to monopoly 
control, where there is only one provider, is the last 20 miles to our 
plant. 

But as the Surface Transportation Board addresses an issue like 
this, they will not force or put the railroad companies in any posi- 
tion where they have to give us a price either for the last 20 miles, 
so therefore we could get a competitive option for the 1,480 miles 
coming is, or for us to be able to get a price from the competitive 
provider so we could make a decision on how we would deal with 
the last 20 miles. And that is tied down to the Surface Transpor- 
tation Board’s 1996 bottleneck decision, which allows this practice 
to take place where we are forced to have to take rail service on 
from one provider. 
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So, bring it to some simple conclusions, and that description nets 
us 1 percent of our rail — the rail I take to get the service — that 1 
percent monopoly transforms itself to monopoly over the entire 
train route. What does that do to our customers? Since 1999 we es- 
timated that our customers have paid over $65 million more in en- 
ergy costs because of those additional costs for rail transportation. 
Those costs are passed directly to our customers. 

As an example, 10 percent of our total electrical service in Lafay- 
ette, Louisiana is provided to educational institutions, public and 
private. That means that that $65 million translates to $6.5 million 
that those public and private educational institutions have had to 
pay over the last 10 years. The remainder of the $65 million, of 
course, goes to everybody else — all of the businesses, all of the resi- 
dences in our community. 

In addition to costs, we have had service quality level interrup- 
tions, where because of derailment, because of lack of proper main- 
tenance of the tracks, that we have had to purchase coal from Ven- 
ezuela and have that shipped to our plant. We have had to use late 
night, which created some operational problems with our plant. We 
have had to move forward with prematurely retiring steel coal cars 
in exchange for aluminum coal cars at a price of about $16 million, 
the purpose of that being, of course, to be able to get all of our coal 
in the event of a disruption. 

And so I ask this Committee to strongly consider and to vote into 
this — this bill to move forward. We believe it is what is necessary 
to negate the anticompetitive behavior that we have experienced, 
and until the Surface Transportation Board’s bottleneck decision is 
rescinded, this problem will persist. 

So I encourage your passage of H.R. 233 and thank you for your 
attention, and I look forward to answering any questions that you 
may have later on. 

[The prepared statement of Mr. Huval follows:] 
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Prepared Statement of Terry Huval 

Testimony of Terry Huval 
Director, Lafayette Utilities System 
Lafayette, Louisiana 

Before the 

Subcommittee on Courts and Competition of the House Judiciary Committee 
Hearing on H.R. 233, 

the “Railroad Antitrust Enforcement Act of 2009” 

Mr. Chairman and Members of the Subcommittee, my name is Terry 
Huval, and I serve as the Director of the Lafayette Utilities System (“LUS”) in 
Lafayette, Louisiana. I am appearing here today on behalf of LUS and the 
American Public Power Association (APPA). Thank you for the invitation to 
participate in this hearing on H.R. 233, the Railroad Antitrust Enforcement Act of 
2009. 

LUS greatly appreciates the opportunity to appear today before the 
Subcommittee to discuss a matter of considerable importance to consumer 
protection and the public interest. We seek the removal of antitrust law 
immunities and outdated policies that have contributed to the current competitive 
problems confronting rail customers, including LUS, and that are producing 
significant marketplace harm. LUS and numerous other consumers across 
Louisiana and this Nation believe that H.R. 233 offers an important step in helping 
to address some of the competitive problems facing railroad customers today. 

We are pleased that the House Judiciary Committee favorably 
reported identical legislation last year and that earlier this year, the Senate 
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Judiciary Committee favorably reported companion legislation, S. 146, by a 
bipartisan recorded vote of 14-0. We respectfully urge this Subcommittee and the 
full House Judiciaiy Committee to report H.R. 233 favorably to the full House. 

We also respectfully urge Congress to pass this legislation this year. It is long past 
time for the railroad industry to be subject to all of the Nation's antitrust laws. 

1. LUS AND ITS RELIANCE ON THE RAILROADS 

LUS is publicly owned and operated, and is a part of the City of 
Lafayette, Louisiana, a community of 120.000 located approximately 135 miles 
west of New Orleans. LUS exists to serve the electric power and other utility 
service needs of its citizens and business owners in Lafayette. As a community- 
owned utility, LUS is committed to providing electricity to our customers at the 
lowest possible cost with the highest reliability of service. 

While LUS owns a mix of coal-fired and gas-fired electric 
generation on which it relies to meet customer demand, the majority of its 
electrical energy is derived from the 523 Megawatt coal-fired Rodemacher Power 
Station Unit No. 2 located in Boyce, Louisiana. LUS is a 50 percent owner of the 
Rodemacher plant. The remainder of the facility is owned by an investor-owned 
utility in Louisiana and several other municipalities in Louisiana through their 
membership in a joint action agency. This Rodemacher coal unit has been in 
operation since 1982 and is an essential component of our generation portfolio, as 
it provides over 65 percent of the electric energy used in the City of Lafayette. 
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The Rodemacher plant’s co-owners obtain the coal used at 
Rodemacher from mines in the Wyoming Powder River Basin (PRB) and 
collectively purchase approximately two (2) million tons of coal annually for use 
at Rodemacher. The only practical way to transport this coal from Wyoming to 
Rodemacher (a distance of over 1,500 miles) is by rail. To facilitate its rail 
deliveries, the Rodemacher co-owners have obtained and maintain, at the total 
expense of the co-owners, four (4) train sets of coal cars. Two (2) of those train 
sets are new aluminum car train sets (a total of 246 new railcars) that were veiy 
recently purchased by LUS for its seivice at considerable cost (approximately $16 
million) in order to facilitate improved Rodemacher rail service and mitigate 
railroad service lapses, which I will describe later in this testimony. 

II. MIS’ RAIL COMPETITION PROBLEM 

LUS is a classic captive rail customer. The Rodemacher station is 
served by only one railroad, the Union Pacific Railroad Company (UP). 
Theoretically, LUS has competition for much of its Rodemacher rail service. Two 
railroads originate coal in the PRB, the UP and the BNSF Railway Company 
(BNSF). BNSF and Kansas City Southern Railway Company (KCS) have 
connecting rail lines in place covering approximately 99 percent of the 1,500 miles 
between the PRB coal mine origins and Rodemacher. Flowever. Rodemacher is 
captive to UP at destination because only the UP serves the last 20 miles into the 
Rodemacher plant in Boyce. 
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The existing and possible alternative service routes to Rodemacher 
are set forth in the schematic below, which is also reproduced in the Attachment to 
this Testimony: 



A review of this schematic would suggest that in a partially 
deregulated rail system where effective competition is intended to take the place of 
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government regulation, the Rodemacher plant would have two options: (1) a single 
rate on the UP from the PRB coal fields to the plant or (2) a competitive rate from 
either UP or BNSF/KCS to the junction point in Alexandria, then a rate from UP 
only from the junction to the plant. The second option would allow LUS to have 
railroad competition for all but the last 20 miles of our haul from the PRB to the 
Rodemacher plant. 

Unfortunately, under the Surface Transportation Board’s (STB’s) 
ruling in 1996 in the so-called “Bottleneck Decision.” the UP is not required today 
to provide a rate from the junction in Alexandria to the plant. Rather, the UP may 
only provide Rodemacher one rate from the PRB to the plant making us captive - 
and paying high captive rail rates - from the PRB to our plant. Were we able to 
obtain a rate from the junction in Alexandria to our plant, then we would have a 
relatively short route where we have only one option and 1 ,480 miles, out of the 
total 1,500 mile haul, where we would have the chance of competition between the 
UP and the BNSF/KCS. 

As discussed below, we believe our total rail bill should be 
substantially lower if we were able to obtain a rate from the UP that allowed us to 
access rail competition for 99% of the route to the Rodemacher plant and, as a 
result, the involved carriers effectively competed for this business. 

LUS supports a strong national coal delivery network by rail, but it 
is in the Nation’s interest to have a sound railroad system built on reasonable, not 
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predatory, pricing and service. Under the STB’s interpretation of the law, UP may 
use its monopoly “bottleneck” control over rail line facilities at the plant 
destination to extend its 20 miles of monopoly power to the entire 1 .500 miles of 
the route from the PRB to Rodemacher. In other words, UP’s exclusive control of 
only 1 percent of the involved essential rail line to the Rodemacher plant enables 
UP to control 100 percent of the Rodemacher movement. This renders 
Rodemacher captive to UP for the entire origin-to-destination trip. 

A. The Cost of Captivity 

The cost of coal transportation is one of the single largest LUS 
electric generation expenses. Unfortunately, LUS pays substantially higher coal 
transportation prices than it would if we had access to effective origin-to- 
destination rail competition. For Lafayette, Louisiana, we believe this lack of 
railroad competition has translated into over $65 million in “captivity payments” 
during the last ten years - the difference between what LUS has paid its existing 
rail carrier between 1999 and 2008 compared to what LUS estimates it would have 
paid if it had access to effective railroad competition. These higher payments are 
included in LUS customers’ monthly electric bills and cause higher utility bills for 
all individuals and businesses in Lafayette. 

To add insult to injury, our rail service has been inconsistent over the 
years, as UP has suffered well-documented PRB coal delivery problems, most 
recently in 2005-2006. In response to the 2005-2006 UP delivery failures, LUS 
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undertook extraordinary measures to ensure an adequate coal supply. More 
specifically, LUS had to buy barge-delivered coal from Venezuela and truck 
lignite from Northwest Louisiana to help shore-up fuel inventory. In addition. 

LUS decided to replace prematurely (before the end of their useful life) its steel 
railcars with new aluminum railcars, which can carry more coal per train run, in an 
effort to help ensure that LUS is in the best position possible to meet the 
Rodemacher plant’s annual coal requirements, even with UP service failures. 

This railcar replacement initiative was designed to assist UP to 
deliver more coal to Rodemacher in a timely maimer and meet Rodemacher’ s 
annual coal volume requirements. But there are no guarantees and we are 
receiving little in return from UP for making these very expensive investments that 
produce considerable operating expense savings for UP. While our service has 
improved since 2005-2006, these are significant costs for a small utility that LUS 
would not need to incur if it was otherwise receiving reliable seivice on a 
consistent basis and/or was able to obtain reasonable guaranteed service standards 
from UP. 


- 7 - 



1. Consumer Impacts 


Very frankly, LUS customers must ultimately pay, in the form of 
higher electric rates, the S65 million in extr a captivity payments LUS has been 
required to pay. These overpayments are of critical importance to tire City of 
Lafayette and its citizenry and businesses. Our customers care deeply about the 
cost of their electricity, and share LUS’ concern about the need to ensure that our 
electric generation costs are kept as reasonable as possible. 

For example, each year Lafayette educational institutions (e.g.. the 
university, community colleges, trade schools, and all public and private schools) 
served by LUS consume approximately 10 percent of the total energy produced 
and purchased by LUS. Based on the aforementioned $65 million m captivity 
payments to LUS’ rail provider, these schools are in turn have paid approximately 
$6.5 million extra in electricity costs as their share of LUS’ cost of rail captivity. 
This $6.5 million from school budgets are funds that could obviously be more 
productively used in educational programs for students. 

Besides the schools, I can also assure the Committee that fixed 
income families and retirees care deeply about these added monthly expenses, as 
do cost-conscious Lafayette businesses who are some of the largest consumers of 
LUS-produced electricity. The cost of captivity certainly matters and it has a 
substantial impact on Lafayette and our local economy. So contrary to some 
statements made by the rail companies, it is the electric residential and business 
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consumer who pays 100 percent of all costs charged to us by the rail system, 
including premiums LUS is forced to pay due to rail captivity and those high costs 
have a direct impact on our community. 

B. LUS Needs Effective Pro-Competitive 

Remedies to Protect Our Consumers 

Something is clearly wrong with a legal system that allows railroads 
to extract huge captivity payments from bottleneck shippers. LUS needs 
meaningful pro-competitive remedies to protect its electricity consumers from this 
undue cost of captivity. Today, the railroads are exempt from many antitrust laws 
and the STB has already said it is fine for the UP to block LUS’s access to 
competition through its ruling in the Bottleneck Decision. 

LUS urges Congress to enact laws that encourage and require 
railroads to compete effectively and that accord rail shippers full legal recourse if 
railroads act in violation of the competition laws. For this reason, LUS supports 
H.R. 233. a bill designed and intended to bring the railroad industry into the 21 st 
century by removing archaic antitrust “exemptions” that currently facilitate 
anticompetitive practices in the rail industry. 

III . THE REMAINING RAILROAD ANTITRUST 
IMMUNITIES SHOULD BE REMOVED 

Mr. Chairman, it seems extremely ironic that the railroads, whose 
abuses of market power in the late 1800’s led to the enactment of our Nation’s 
antitrust laws, are today exempt from many of those laws while their customers 
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are subject to the Nation’s antitrust laws. One must wonder why the railroads 
would oppose the removal of antitrust exemptions, unless they feel that the 
exemptions shield otherwise anticompetitive behavior as part of their conduct of 
business. Such a position by the railroads should by itself elevate sufficient 
suspicion to justify the passage of the H.R. 233. We think the railroad industry’s 
exemptions from the antitrust laws are particularly unsupportable in light of the 
lack of competition that exists in the railroad coal transportation markets and the 
STB’s failure to adopt regulatory policies that encourage railroads to compete. 

A large coalition of interests shares our views and supports making 
railroads fully subject to the antitrust laws. This coalition includes the Antitrust 
Modernization Commission, the American Bar Association’s Section of Antitrust 
Law, the Consumers Union, the Consumer Federation of America, numerous trade 
associations and 20 State Attorneys General. 

We believe that the removal of the current railroad antitrust 
exemptions would be veiy beneficial to rail shippers. Hopefully, with the 
exemptions removed, the railroad industry would voluntarily stop anti-competitive 
practices such as refusing to quote upstream rates to bottleneck shippers. But, if 
such practices continue, shippers could pursue antitrust remedies free from the 
limitations currently imposed by the exemptions. We also believe that enactment 
of H.R. 233 should lead the STB to re-examine its Bottleneck Decision and reach 
a pro-competitive solution. 
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We understand that the removal of existing antitrust immunities 
enjoyed by the railroads may not alone completely address or resolve the 
remaining competitive problems in the railroad industry or those being 
experienced by LUS. That is why we believe complementary reform legislation is 
needed with regard to the STB and its policies, because, until the STB reverses 
anti-competitive decisions, Lafayette citizens and businesses will continue to 
financially suffer from rail monopoly abuse. Subjecting the railroads to the 
antitrust laws can only improve the dismal competitive climate that exists today in 
the coal transportation marketplace and should send a str ong statement that the 
Congress believes that promoting competition, and not fostering anti-competitive 
protectionism, is the right thing to do and is in the public interest. 

* * * 

Mr. Chairman, thank you again for inviting me to testify. LUS 
commends H.R. 233 to your favorable attention and respectfully requests that the 
full Judiciary Committee favorably report the bill as soon as possible. 
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Mr. Johnson. Thank you, Mr. Huval. 

Dr. Cooper, your turn. 

TESTIMONY OF MARK N. COOPER, DIRECTOR OF RESEARCH, 
CONSUMER FEDERATION OF AMERICA, WASHINGTON, DC 

Mr. Cooper. Thank you, Mr. Chairman, Members of the Com- 
mittee. The Consumer Federation of America has been involved in 
public policy affecting the rail sector for 30 years for a simple rea- 
son: two-thirds of the coal shipped by rail is captive to a single rail- 
road, and excessive coal rail rates end up in the electricity bills 
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paid every month by American consumers. Excessive rail rates paid 
by other captive shippers of agriculture, chemical commodities, 
automobiles, industrial commodities distort the economy, lowering 
output and reducing employment. 

The report we have filed for the record today demonstrates the 
pervasive abuse of market power that afflicts the rail sector. The 
vast majority of rail markets are highly concentrated. Abusing 
their market power, the railroads have accumulated billions of dol- 
lars of excess profits and cost subsidies on large quantities of traffic 
that they carry below cost. The current rail sector is a textbook 
case of abuse of market power run rampant, and we give about a 
dozen indicators of that in our analysis. 

Combining the fact that we warned Congress this would happen 
before the Staggers Act was passed with the dramatic increase in 
abuse in the recent years, we conclude that as implemented by the 
Interstate Commerce Commission and the Surface Transportation 
Board, the Staggers Rail Act is among the first and worst examples 
of irrational exuberance for deregulation that has brought our econ- 
omy to the brink of disaster. 

We must reaffirm our commitment to competition and the pre- 
vention of the abuse of market power if we are to rebuild our econ- 
omy. Enacting H.R. 233, the Railroad Antitrust Enforcement Act of 
2009, is a perfect place to start. 

The Staggers Rail Act is a particularly pernicious example of ex- 
cessive deregulation because at the same time that Congress de- 
regulated the rails, it also exempted the sector from the antitrust 
laws, entrusting the protection and promotion of competition to a 
regulatory agency that has been thoroughly captured by the indus- 
try it is supposed to oversee. 

The result has been a double whammy for captive shippers and 
consumers. Over the objection of the Department of Justice, the 
STB has allowed the railroads to increase their market power 
through mergers and anticompetitive tactics while simultaneously 
failing to implement the residual regulation contained in the Stag- 
gers Act to prevent the abuse of market power. 

Let us be clear: You can not look at what the STB and the ICC 
have done for a quarter of a century and say that this is a regu- 
lated industry. The regulator has been absent, irresponsible, and 
absolutely useless in terms of protecting shippers. That claim has 
zero credibility. 

If this Congress and this Administration can not quickly restore 
the commitment to vibrant competition as the cornerstone of the 
American economy, we will be doomed as a Nation to economic me- 
diocrity. All across the economy, Congress is beginning to repair 
the damage of accepted deregulation — in the financial sector, in the 
energy sector. But antitrust has a special place in our economy be- 
cause it should affect and drive competition in all sectors. 

Now, in some areas restoring the vitality of antitrust requires 
administrative action and court cases. Those will take a great deal 
of time. The rail sector is one area where Congress and quickly and 
decisively correct a mistake that Congress made. 

We urge you to reverse that error and pass H.R. 233, which will 
restore antitrust scrutiny in the rail sector. This will eliminate arti- 
ficial barriers to competition, called paper barriers, because they 
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are a blatant affront — a contractual obligation not to compete — 
they are a blatant affront to the antitrust laws. 

The threat of antitrust suits will also put pressure on railroads 
to behave more reasonably with respect to bottleneck facilities and 
reciprocal switching rates, as you have heard by the previous wit- 
ness. Antitrust alone will not solve the problem of market power 
in the rail sector because the fabric of competition has been so se- 
verely damaged by more than a quarter of a century of neglect that 
we will need more. We will need regulation too. 

But restoring antitrust oversight of this sector is a critical first 
step to addressing the problem of market power. We must use anti- 
trust to drive competition as deeply as possible into our economy, 
and then rely on regulation where market power can not be ad- 
dressed or where market failure is likely. 

In the rail sector, we really do not know how far competition will 
carry us because it was never allowed to have a chance under the 
Staggers Act. Now is the time to give competition a chance and re- 
form this industry as much as it is can, and then we will deal with 
regulation someplace else. Competition is the first thing we need 
to do to fix this sector. 

Thank you. 

[The prepared statement of Mr. Cooper follows:] 
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Prepared Statement of Mark N. Cooper 



Testimony of Dr. Mark Cooper 
Director of Research 

on the 

Railroad Antitrust Enforcement Act of 2009 
before the 

Judiciary Committee 
U.S. House of Representatives 

May 19, 2009 

Mr. Chairman and Members of the Committee, 

My name is Dr. Mark Cooper. I am Director of Research at the Consumer Federation 
of America (CFA). 1 As described in the lengthy document attached to my testimony, CFA 
has been involved in public policy affecting the rail sector for almost thirty years. Our long- 
standing involvement stems from the fact that consumers shoulder the burden of excessive rail 
rates in the price of goods and services they consume, particularly electricity. Two thirds of 
the coal shipped by rail is captive to a single railroad and excessive coal rates end up in the 
electricity bills consumers pay every month. Excessive rail rates paid by captive shippers in 
other sectors, like agriculture and chemicals, distort the economy, lowering output and 
employment. 

The report, entitled “Bulk Commodities and the Rails: Still Crazy After All these 
Years,” also demonstrates the pervasive abuse of market power that afflicts the rail sector 
today. Today, the vast majority of rail markets are highly concentrated. Abusing their market 
power the railroads have accumulated billions of dollars of excess profits and cross subsidies 
on massive quantities of traffic that they carry at non-compensatory rates. Today the rail 
industry is a textbook case of market power run amok. 

Combining the fact that we warned Congress this would happen even before the 
Staggers Act was passed, with the dramatic increase in abuse in recent years, we conclude 
that, as implemented by the Interstate Commerce Commission (ICC) and the Surface 
Transportation Board (STB), the Staggers Rail Act is among the first and worst examples of 


1 The Consumer Federation of America is a nonprofit association of over 280 pro-consumer groups with a membership of 50 million 
people founded in 1968 to advance consumers’ interests through advocacy and education. 
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the irrational exuberance for deregulation that has brought our economy to the brink of 
disaster. We must reaffirm our commitment to competition and the prevention of the abuse of 
market power, if we are to rebuild our economy. 

The Staggers Rail Act is a particularly pernicious example of excessive deregulation 
because at the same time that Congress deregulated the rails, it also exempted the sector from 
the antitrust law's, entrusting the protection and promotion of competition to a regulatory 
agency that is thoroughly captured by the industry it is supposed to oversee. The result has 
been a double whammy for captive shippers and consumers. The STB has allowed the 
railroads to increase their market power through mergers and anticompetitive tactics, while 
simultaneously failing to implement the residual regulation contained in the Staggers Act to 
prevent the abuse of that market power. 

Abandoning Competition and Antitrust 

The failure of the TCC/STB to promote and protect competition in the rail sector is 
evident in three primary ways. 

First, the ICC/STB allowed a merger wave to engulf the industry, reducing it from a 
state of vigorous competition, to a state of near monopoly. While some consolidation in the 
rail industry was certainly necessary, by the mid-1990s the benefits of consolidation had been 
captured. Over the opposition of the Department of Justice, the STB allowed mega-mergers 
to take place in the mid-1990s that rendered much of the nation captive to, at best, duopolies 
in the east and west. Vast swaths of America’s heavy industries, raw materials and 
agricultural heartland are now captive to one or two railroads. 

Second, the 1CC/STB failed to implement the most fundamental principles of antitrust 
in connection with essential or “bottleneck” facilities. Captive shippers, who are within a few 
miles of a competitive alternative, are denied access to competition by the refusal of the 
railroads to allow movement of traffic that they monopolize to a competing railroad. 

Third, to add insult to injury, the STB has allowed the railroads to erect paper barriers 
to competition. These are among the most blatantly anticompetitive contrivances that the U.S. 
government has allowed to be written into the routine practice of any sector in American 
history. As the mega-mergers were taking place, the dominant freight roads, desiring to 
specialize in the long haul transport of bulk commodities, found it convenient to spin-off short 
lines to service individual facilities or local areas. However, in order to ensure that the long 
haul freight railroads would be able to exploit their newly minted market power, the dominant 
railroads forced the new short lines to sign contracts that said in essence, “thou shalt not 
compete or do anything that promotes competition.” Through these “paper barriers” the short 
lines are not allowed to traffic to or receive traffic from a competing major railroad. 

In short the proposition that competition should be the organizing principle of 
economic activity in the rail sector - the principle upon which Congress enacted the Staggers 
Rail Act of 1980 - was abandoned by the TCC/STB. 
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The Failure to Protect Captive Shippers 

Having allowed the railroads to consolidate so dramatically, captive shippers implored 
the STB to exercise its regulatory authority to prevent the abuse of market power, but the STB 
turned a deaf ear. 

First, the STB clings to a rate threshold that allows the railroads to charge exactly 
what the monopolist would charge. Tt allows the railroad to charge up to what it would cost 
the shipper to build his own stand-alone railroad at current costs. No other regulatory agency 
in American history has ever adopted this standard. To make matters worse, the burden is on 
the shipper to calculate the stand-alone cost, in a proceeding that can take years and cost 
millions of dollars. 

Second, the STB has taken an approach to the calculation of the rate of return 
necessary for revenue adequacy that vastly overstates the railroads' need for revenue. The 
STB’s weighted average cost of capital is one-fifth higher than the cost of capital calculated 
by Wall Street analysts. This inflated figure makes the railroads appear to be less profitable, 
thus encouraging a sympathetic STB to allow railroads to increase charges on their captives in 
pursuit of an absurdly high revenue target. 

Third, the STB has failed to require that the railroads operate their business in an 
efficient manner. Tn particular, more than a quarter of a century after the passage of the 
Staggers Act, one fifth of all rail traffic does not cover its variable cost. In other words, there 
is a shortfall of $2 billion per year on a large part of rail traffic. If the railroads shed this 
traffic, their costs would go down by $2 billion. If they raised their rates to at least cover their 
direct costs, their revenues would go up by $2 billion. In either case, the railroads would be 
shown to be more than revenue adequate and, in theory, captive shipper rates would come 
down. The Long Cannon Amendment, which enabled the Staggers Act to gain passage in 
1980 and was intended to prevent this type of abusive pricing, by requiring the railroads to 
maximize the contribution from competitive traffic, has been ignored by the STB. 

Policy Recommendations 

If this Congress and this administration cannot quickly restore the commitment to 
vibrant competition as the cornerstone of American economic policy, we will be doomed as a 
nation to economic mediocrity. All across the economy Congress is beginning to repair the 
damage that excessive deregulation has done in the financial sector and the energy sector, but 
antitrust has a special place in American economic policy. It establishes the basic principle 
across all sectors. Since the Staggers Rail Act was one of the early examples of excessive 
deregulatory legislation early in the age of market fundamentalism, it is fitting for it to be 
among the first mistakes to be corrected. 

In some areas restoring the vitality of antitrust requires administrative actions or court 
cases, which will take time. The rail sector is one area where Congress can act quickly and 
decisively to correct a mistake that Congress made. We urge you to reverse that error and pass 
H R 233, the "Railroad Antitrust Enforcement Act of 2009," Restoring antitrust scrutiny in 
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the rail sector will eliminate paper barriers quickly because they are a blatant affront to the 
antitrust laws. The threat of antitrust action will also put pressure on the railroads to behave 
more reasonably with respect to bottleneck facilities and reciprocal switching rates. 

However, antitrust alone will not solve the problem of market power in the rail sector 
because the fabric of competition has been so severely damaged by more than a quarter of a 
century of neglect. But restoring antitrust oversight of the sector is a critical first step in 
addressing the problem of market power. We must use antitrust to drive competition as 
deeply as possible into our economy and then rely on regulation where market power cannot 
be addressed or where market failure is likely In the rail sector we really do not know how 
far competition will carry us because it was never allowed to operate under the 
implementation of the Staggers Act. The railroads preferred to pursue a monopoly path and 
the STB, and the ICC before it, was more than willing to aid and abet them. Now is the time 
to give competition a chance. 
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Mr. Johnson. Thank you, Dr. Cooper 

We will now begin the questions, and I will recognize myself for 
5 minutes. 

For all of you, I would like to — well, prior to that, I would like 
to enter into the record a letter from — a letter to the Subcommittee 
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signed by hundreds of companies across the country that ship their 
products by railroad. Any objection? 

Without objection, it is so entered. 

[The information referred to follows:] 



PROMOTING RAIt. COMPETITION 


May 18,2009 


The Honorable Henry C "Hank" Johnson Jr 
Chairman. House Judiciary Subcommittee on 
Courts and Competition Policy 
United States House of Representatives 
B-352 Rayburn House Office Building 
Washington. DC 205 1 5- 1004 


The Honorable Howard Coble 
Ranking Member, House Judiciary Subcommittee 
on Courts and Competition Policy 
United Stales House of Representatives 
B-336 Rayburn House Office Building 
Washington. DC 20515-3306 


Dear Chairman Johnson and Ranking Member Coble: 

On behalf of Consumers United for Rail Equity (CURE), I would like to express the coalition's 
strong support for H.R. 2.33. the Railroad Antitrust Enforcement Act of 2009. 

Attached is a list of 25 national organizations and over 250 entities in 43 states that support 
H.R. 233. This legislation removes special antitrust exemptions that allow the nation's freight 
railroads to avoid competition and therefore keep their rates unreasonably high. These rates are a 
hidden tax on consumers, inflating prices on everyday items like food, electricity, paper, 
manufactured goods and nearly everything else we buy. The companies listed in support of H.R. 233 
operate successfully under the antitrust laws of this nation, and wc ask that the railroad industry be 
held to the same standards. 

I hank you for your leadership in providing a hearing on this important legislation 
Sincerely. 

r\u_ 

Glenn English. Chairman of CURE 

CEO. National Rural Electric Cooperative Association 


Enclosure 



Supporters of the Railroad Antitrust Enforcement 
Act of 2009 (S. 146/H.R. 233) 


Alliance for Rail Competition 
Alliance for Rural America 
American Agriculture Movement 
American Farm Bureau 
American Chemistry Council 
American Coalition for Ethanol 
American Corn Growers Association 
American Forest and Paper Association 
American Public Power Association 
Consumer Federation of America 
Consumers United for Rail Equity 
Edison Electric Institute 
Federation of Southern Cooperatives 
Large Public Power Council 


National Association of Farmer Elected Committees 
National Association of State Utility Consumer 
Advocates 

National Association of Regulatory 
Utility Commissioners 
National Farmers Organization 
National Fanners Union 

National Rural Electric Cooperative Association 

Portland Cement Association 

Steel Manufacturers Association 

The National Grange 

Western Coal Traffic League 

Women Involved in Farm Economics 


Supporters by State 


Alabama'. 

Arkema Inc. 

BASF Corporation 
DuPont 

Holcim (US) Inc. 

Nucor Corporation 
Olin Chlor Alkali 

PowerS outh Energy Cooperative 
Smurfit-Stone Container Corporation 
Tyson Foods, Inc. 

Arizona : 

Arizona Electric Power Cooperative, Inc. 

Cytec Industries 

Grand Canyon State Electric Cooperative 
Association 
Owens-Illinois 
Salt River Project 

Smurfit-Stone Container Corporation 
Tucson Electric Power Company 

Arkansas : 

American Electric Power Service Corporation 
Arkansas Association of Conservation Districts 
Arkansas Electric Cooperative Corporation 
Arkansas Forestry Association 
Carroll-Booiie Water District 


City of Pocahontas, Arkansas 
City Water & Light, Jonesboro 
Cooper Communities, Inc. 

Electric Cooperatives of Arkansas 
Entergy Arkansas, Inc. 

Holcim (US) Inc. 

Holiday Island Suburban Improvement District 
Magnolia Economic Development Corporation 
Municipal Utilities of Jonesboro, Conway, 
West Memphis and Osceola, Arkansas 
Nucor Corporation 

Randolph County Chamber of Commerce 
Smurfit-Stone Container Corporation 
Stribling Packaging and Display 
Tyson Foods, Inc. 

California'. 

BASF Corporation 
CoBank 
Cytec Industries 
DuPont 
Owens-Illinois 

Smurfit-Stone Container Corporation 
Tyson Foods, Inc. 

Colorado: 

Basin Electric Power Cooperative 
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CoBank 

Colorado Rural Electric Association 
Delta-Moutrose Electric Association 
Empire Electric Association, Inc. 

Gunnison County Electric Association, Inc. 
Highline Electric Association 
Holcim (US) Inc. 

K.C Electric Association 
La Plata Electric Association, Inc. 

Morgan County Rural Electric Association 
Mountain Parks Electric, Inc. 

Mountain View Electric Association, Inc. 
Owens-Illinois 

Poudre Valley Rural Electric Association, Inc. 
Rocky Mountain Farmers Union 
San Isabel Electric Association, Inc. 

San Luis Valley Rural Electric Cooperative, Inc. 
San Miguel Power Association, Inc. 

Sangre De Cristo Electric Association, Inc. 
Smurfit-Stone Container Corporation 
Southeast Colorado Power Association 
Tri-State Generation & Transmission Association 
United Pow'er, Inc. 

White River Electric Association 
Xcel Energy, Inc. 

Y-W Electric Association, Inc. 

Connecticut. 

Arkema Inc. 

Cytec Industries 
DuPont 

Nucor Corporation 
Smurfit-Stone Container Corporation 

Delaware: 

Cytec Industries 
DuPont 

LyondellBasell Industries 

District of Columbia: 

DuPont 

Florida : 

BASF Corporation 
DuPont 

Florida Municipal Pow'er Agency 
Holcim (US) Inc. 

LyondellBasell Industries 
PowerS outh Energy Cooperative 
Progress Energy 
Seminole Electric Cooperative 
Smurfit-Stone Container Corporation 

Georgia : 

BASF Corporation 


Cytec Industries 
CoBank 

Holcim (US) Inc. 

Municipal Electric Authority of Georgia 
Oglethorpe Pow'er Corporation 

Idaho : 

01 in Chlor Alkali 

Smurfit-Stone Container Corporation 
Tyson Foods, Inc. 

LyondellBasell Industries 
Holcim (US) Inc. 

Tyson Foods, Inc. 

Illinois: 

Dairy land Pow'er Cooperative 
DuPont 

Holcim (US) Inc. 

LyondellBasell Industries 
Nucor Corporation 
Smurfit-Stone Container Corporation 
Tyson Foods, Inc. 

Velsieol Chemical Corporation 

Indiana: 

American Electric Power Service Corporation 
DuPont 

Nucor Corporation 
Owens-Illinois 

Smurfit-Stone Container Corporation 
Tyson Foods, Inc. 

Iowa: 

Algona Municipal Utilities 
Basin Electric Pow'er Cooperative 
Central Iowa Pow'er Cooperative 
Corn Belt Pow'er Cooperative 
CoBank 

Dairy land Power Cooperative 
DuPont 

Harrison County Rural Electric Cooperative 
Holcim (US ) Inc. 

low'a Association of Electric Cooperatives 

Iowa Lakes Electric Cooperative 

Iowa Rural Electric Association 

L & O Power Cooperative 

Lyon Rural Electric Cooperative 

LyondellBasell Industries 

Missouri River Energy Services 

Nish nab otna Valley Rural Electric Cooperative 

North West Rural Electric Cooperative Smurfit- 

Northwest Iowa Power Cooperative (NIPCO) 

Osceola Electric Cooperative, Inc. 

Stone Container Corporation 
Tyson Foods, Inc. 



Western Iowa Municipal Electric Cooperative 
Association 

Western Iowa Power Cooperative 
Woodbury County Rural Electric Cooperative 

Kansas: 

CoBank 

Kansas Farmers Union 
Smurfit-Stone Container Corporation 
Sunflower Electric Power Corporation 
Tyson Foods, Inc. 

Keniuch >: 

American Electric Power Service Corporation 
Arkema Inc. 

DuPont 

CoBank 

Smurfit-Stone Container Corporation 
Tyson Foods, Inc. 

Louisiana 

American Electric Power Service Corporation 
Basell USA Inc. 

BASF Corporation 
Cytec Industries 
DuPont 

Entergy Louisiana, Inc. 

Holcim (US) Inc. 

Lafayette Utilities System 
Louisiana Chemical Association 
LyondellBasell Industries 
Smurfit-Stone Container Corporation 

Maryland: 

LyondellBasell Industries 
Cytec Industries 
DuPont 

Smurfit-Stone Container Corporation 

Massachusetts: 

CoBank 
Cytec Industries 

Michigan: 

American Electric Power Service Corporation 
BASF Corporation 
Cytec Industries 
DuPont 

Holcim (US) Inc. 

LyondellBasell Industries 
Smurfit-Stone Container Corporation 
Xcel Energy, Inc. 

Minnesota: 

Agralite Electric Cooperative 


Alliant Energy 
Arkema Inc. 

Basin Electric Power Cooperative 

CoBank 

Cytec Industries 

Dairy land Power Cooperative 

DuPont 

Chippetva Valley Bean Co., Inc. 

East River Electric Power Cooperarive 

Federated Rural Electric Association Freeborn- 

Mower Cooperative Services 

Grand Rapids Area Chamber of Commerce 

Great River Energy 

Hibbing Area Chamber of Commerce 

Holcim (US) Inc. 

Lyon-Lincoln Electric Cooperative, Inc. 
McNeilus Steel 

Meeker Cooperative Light & Power 
Association 

Minnesota Association of Cooperatives 
Minnesota Farmers Union 
Minnesota Grain and Feed Association 
Minnesota Forest Industries 
Minnesota Pow'er 

Minnesota Rural Electric Association 
Minnesota Soybean Growers Association 
Minnesota Valley Cooperative Light & Power 
Association 

Minnesota Valley Rural Electric Cooperative 
Minnesota Municipal Utilities Association 
Missouri River Energy Services 
Ottertail Power Company 
People’s Cooperative Services 
Redwood Electric Cooperative 
Renville- Sibley Cooperative Power Association 
Smurfit-Stone Container Corporation 
South Central Electric Association 
Traverse Electric Cooperative, Inc. 

Tri-County Electric Cooperative 
UPM-Blandin Paper Company 
Wright-Hennepin Cooperative Electric 
Association 
Xcel Energy, Inc. 

Mississippi: 

BASF Corporation 
DuPont 

Entergy Mississippi, Inc. 

Holcim (US) Inc. 

Nucor Corporation 
Smurfit-Stone Container Corporation 
South Mississippi Electric Power Association 
Tyson Foods, Inc. 



Missouri: 

BASF Corporation 
CoBank 

Holcim (US) Inc. 

Smurfit-Stone Container Corporation 
Tyson Foods, Inc. 

Upper Missouri G&T Electric Cooperative, 

Inc. 

Montana : 

Basin Electric Power Cooperative 
Big Flat Electric Cooperative, Inc. 

Central Montana Electric Power Cooperative, Inc. 
Flathead Electric Cooperative, Inc. 

Golden west Electric Cooperative, Inc. 

Hill County Electric Cooperative, Inc. 

Holcim (US) Inc. 

Lower Yellowstone Rural Electric Association, Inc. 
Marias River Electric Cooperative, Inc. 

McCone Electric Cooperative, Inc. 

Montana-Dakota Utilities 

Montana Electric Cooperatives’ Association 

Northern Electric Cooperative, Inc. 

Park Electric Cooperative, Inc. 

Sheridan Electric Cooperative, Inc. 

Smurfit-Stone Container Corporation 
Southeast Electric Cooperative, Inc. 

Sun River Electric Cooperative, Inc. 

Valley Electric Cooperative, Inc. 

Nebraska : 

Basin Electric Power Cooperative 
Chimney Rock Public Power District 
CoBank 
DuPont 

Holcim (US) Inc. 

Lincoln Electric System 
The Midwest Electric Cooperative Corporation 
Nebraska Rural Electric Association 
Northwest Rural Public Power District 
Nucor Corporation 

Panhandle Rural Electric Membership Association 
Roosevelt Public Power District 
Tyson Foods, Inc. 

Wheat Belt Public Power District 

Nevada : 

Smurfit-Stone Container Corporation 

New Jersey : 

BASF Corporation 
Cytec Industries 
DuPont 

LyondellBasell Industries 
Smurfit-Stone Container Corporation 


New Mexico: 

Basin Electric Power Cooperative 

Central New Mexico Electric Cooperative, Inc. 

Columbus Electric Cooperative, Inc. 

Jernez Mountains Electric Cooperative, Inc. 

Kit Carson Electric Cooperative, Inc. 

New Mexico Rural Electric Cooperative 
Association 

Northern Rio Arriba Electric Cooperative, Inc. 
Rocky Mountain Fanners Union 
Sierra Electric Cooperative, Inc. 

Springer Electric Cooperative, Inc. 

Tyson Foods, Inc. 

Xcel Energy, Inc. 

New York: 

Arkema Inc. 

CEMEX, INC. 

Cytec Industries 
DuPont 

Nucor Corporation 
Olin Chlor Alkali 

Smurfit-Stone Container Corporation 
Tyson Foods, Inc. 

North Carolina: 

BASF Corporation 
Cytec Industries 
DuPont 

Holcim (US) Inc. 

North Carolina Electric Membership Corporation 
Nucor Corporation 
Progress Energy 

Smurfit-Stone Container Corporation 
Tyson Foods, Inc. 

North Dakota: 

Basin Electric Power Cooperative 
Burke-Divide Electric Cooperative, Inc. 

Capital Electric Cooperative Inc. 

Central Power Electric Cooperative, Inc. 

CoBank 

Dakota Valley Electric Cooperative, Inc. 

KEM Electric Cooperative, Inc. 

McKenzie Electric Cooperative, Inc. 

McLean Electric Cooperative, Inc. 

McNeilus Steel 

Missouri River Energy Services 
Montana-Dakota Utilities 
Mor-Gran-Sou Electric Cooperative, Inc. 
Mountrail- Williams Electric Cooperative 
North Central Electric Cooperative, Inc. 

North Dakota Association of Rural Electric 
Cooperatives 

Northern Plains Electric Cooperative 



Oliver-Mercer Electric Cooperative, Inc. 

Slope Electric Cooperative, Inc. 

Smurfit-Stone Container Corporation 
Verendrye Electric Cooperative, Inc. 

Xcel Energy, Inc. 

Ohio: 

American Electric Power Service Corporation 

BASF Corporation 

DuPont 

Holcim (US) Inc. 

Nucor Corporation 

Ohio Farmers Union 

Ohio Municipal Electric Association 

Owens-Illinois 

LyondellBasell Industries 

Smurfit-Stone Container Corporation 

Oklahoma: 

American Electric Power Service Corporation 
DuPont 

Holcim (US) Inc. 

Oklahoma Farmers Union 
Western Farmers Electric Cooperative 

Pennsylvania: 

Arkema Inc. 

BASF Corporation 
DuPont 

Lyon de 1 1 Base 1 1 I ndustri e s 
Pennsylvania Farmers Union 
PPL Corporation 

Smurfit-Stone Container Corporation 
Tyson Foods, Inc. 

South Carolina: 

BASF Corporation 
Cytec Industries 
DuPont 

Holcim (US) Inc. 

Nucor Corporation 
Progress Energy 

Smurfit-Stone Container Corporation 
Tyson Foods, Inc. 

South Dakota: 

Basin Electric Power Cooperative 
Black Hills Electric Cooperative, Inc. 

Bon Homme Yankton Electric Association, Inc. 
Butte Electric Cooperative, Inc. 

Cam Wal Electric Cooperative, Inc. 

Central Electric Cooperative, Inc. 

Charles Mix Electric Association, Inc. 

Cherry -Todd Electric Cooperative, Inc. 

City of Elk Point 


Clay Union Electric Corporation 
Codington-Clark Electric Cooperative, Inc. 
Dakota Energy Cooperative, Inc. 

Douglas Electric Cooperative, Inc. 

East River Electric Power Cooperative, Inc. 
FEM Electric Association, Inc. 

Grand Electric Cooperative, Inc. 

H-D Electric Cooperative, Inc 
Kingsbury Electric Cooperative Inc 
Lacreek Electric Association, Inc. 

Lake Region Electric Association, Inc. 
Missouri River Energy Services 
Montana-Dakota Utilities 
Moreau-Grand Electric Cooperative, Inc. 
Northern Electric Cooperative, Inc. 

Oahe Electric Cooperative, Inc. 

Rosebud Electric Cooperative, Inc. 

Rushinore Electric Power Cooperative, Inc. 
Sioux Valley Energy 
Smurfit-Stone Container Corporation 
South Dakota Rural Electric Association 
Southeastern Electric Cooperative, Inc. 

Union County Electric Cooperative, Inc. 

West Central Electric Cooperative, Inc. 

West River Electric Association, Inc. 

W hetsto ne Va 1 ley E I ectr ic Co operat ive, I nc . 
Tyson Foods, Inc. 

Xcel Energy, Inc. 

Tennessee: 

American Electric Power Service Corporation 
Arkema Inc. 

Lyo nde 1 1 B ase 1 1 I ndustries 
BASF Corporation 
Cytec Industries 
DuPont 

Holcim (US ) Inc. 

LyondellBasell Industries 
Nucor Corporation 
Olin Chi or Alkali 

Smurfit-Stone Container Corporation 
Tyson Foods, Inc. 

Texas: 

American Electric Power Service Corporation 
Arkema Inc. 

Association of Electric Companies of Texas 
LyondellBasell Industries 
BASF Corporation 
CEMEX INC. 

CoBank 

City of Austin/ Austin Energy 

Cytec Industries 

DuPont 

East Texas Cooperatives 
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Entergy Services. Inc. 

Green Bav Packaging i 


Holcim (US) Inc. 

IBEW Local 2150 1 


Lower Colorado River Authority 

Leicht Transfer & Storage | 


LyondellBasell Industries 

Louisiana-Pacific | 


Nucor Corporation 

Madison Gas & Electric 1 


Smurfit-Stone Container Corporation 

Manitowoc Grey Iron Foundry 1 


Temple - Inland 

Manitowoc Public Utilities 1 


Texas Brine Company, LLC 

Menasha Utilities S 


Texas Farmers Union 

Midwest Food Processors Association 


Texas Municipal Power Agency 

Municipal Electric Utilities of Wisconsin 


Texas Petrochemicals LP 

Nee nali Foundry 


TOTAL Petrochemicals USA, Inc. 

Ort Lumber 


Tyson Foods, Inc. 

Packaging Corporation of America 


Xcel Energy, Inc. 

Procter & Gamble 

Sadoff Iron & Metal Company 


Utah: 

Stora Enso 


DuPont 

Timber Producers Association of 


Holcim (US) Inc. 

Wisconsin & Michigan 


Nucor Corporation 

Tomahawk Region Chamber of Commerce 

Tyson Foods, Inc. 


Virginia: 

We Energies 


Alliant Techsystems, Inc. (ATK) 

Wisconsin Agri-Service Association 


American Electric Power Service Corporation 

Wisconsin Cast Metals Association 


BASF Corporation 

Wisconsin Corn Growers Association 


DuPont 

Wisconsin Crop Production Association 


Smurfit-Stone Container Corporation 

Wisconsin Energy Corporation 


Tyson Foods, Inc. 

Wisconsin Farm Bureau Federation 

Wisconsin Farmers Union 


Washington: 

Wisconsin Federation of Cooperatives 


Co Bank 

Wisconsin Industrial Energy Group 


Cytec Industries 

Wisconsin Manufacturers & Commerce 


Holcim (US) Inc. 

Wisconsin Merchants Federation 


Nucor Corporation 

Wisconsin Paper Council 


Washington State Potato Commission 

Wisconsin Professional Loggers Association 


Smurfit-Stone Container Corporation 

Wisconsin Public Power Inc. 


Tyson Foods, Inc. 

Wisconsin Public Service Corp. 

Wisconsin Utilities Association 


West Virginia: 

Wolf River Lumber, Inc. 


American Electric Power Service Corporation 

Cytec Industries 

Xcel Energy, Inc. 


DuPont 

Wyoming: 


Holcim (US) Inc. 

Big Horn Rural Electric Company 1 


Smurfit-Stone Container Corporation 

Carbon Power & Light, Tnc. 

Garland Light & Power Company 


Wisconsin: 

High Plains Power Corporation 


Alliant Energy Corporation 

High West Energy, Inc. 


BASF Corporation 

Niobrara Electric Association 


Checker Logistics, Inc. 

Powder River Energy Corporation (PRECorp) 


Chippewa Valley Bean Co., Inc. 

Wheatland Rural Electric Association 


Citizens Utility Board 

Wyoming Municipal Power Agency 


Customers First! Coalition 

Wyoming Rural Electric Association 

MBS? 

Dairy land Power Cooperative 

Domtar Industries 

Georgia Pacific 

Green Bay Area Chamber of Commerce 

W Y RU LEC Company 


Mr. Johnson. These companies believe that the antitrust exemp- 
tions are raising their costs, which, in turn, raise the prices that 
consumers have to pay. Is there anything that makes railroads dif- 
ferent from any other industry that should make us hesitate before 
applying antitrust laws? 

Anybody who wished to respond, please do. 

Mr. Huval. This is Terry Huval. No, I don’t see any reason why, 
you know, the railroads should be exempt from any of the antitrust 
laws that many other industries must deal with, in the utilities 
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business — whether you are in the electric business or the gas busi- 
ness — you have regulation and you have to abide by the antitrust 
laws. So we think that ought to be uniform and we think that that 
type of umbrella requirement the railroad companies would create 
a different behavior on how they deal with customers like Lafay- 
ette. 

Mr. Hemmer. If I may, I have already pointed out that in many 
respects H.R. 233 would treat Union Pacific and other major rail- 
roads differently than other regulated industries. So we would like 
to at least start with the proposition that you should treat us the 
same way other regulated industries are treated. 

Are there unique characteristics of the railroad industry that 
make them appropriate for antitrust exemptions? Well, given the 
fact that I have already told you that we would be relatively 
untroubled by eliminating the statutory exemptions I am not going 
to make that claim. What you have to look at, though, and what 
would be looked at by any antitrust court looking at any regulated 
or partially regulated industry is, what is the structure of that reg- 
ulation and how does that regulation interact with an antitrust 
court’s jurisdiction? 

We would expect to be accorded the same treatment. My col- 
league on the right said something very important. He said the im- 
plied immunity doctrine would still apply to railroads. 

I am very concerned, especially given the legislative history that 
was prepared for last year’s bill, that this Committee was instruct- 
ing courts not to apply the implied immunity doctrine. So if I had 
some reassurance about that — again, about equal treatment with 
other regulated industries — I would feel more comfortable. 

Mr. Cooper. The suggestion that regulation has somehow — 
should be accorded any credibility in this industry is literally ab- 
surd. You can go back over 25-year history and look at the number 
of cases that shippers have won and you can count them on one 
hand, and then you will look at the relief they got and you will dis- 
cover that the hand was just slapping them in the face. There is 
literally no notion that there is regulation of rates over captive 
shippers whatsoever. 

So that leads to the reason why there may be an effort to look 
back a little bit, because we have had a 25-year history of the 
rampant exercise of market power under a lack of regulation and 
a lack of competition and a lack of antitrust oversight. And so you 
combine that 25-year history with an incredible increase in profit- 
ability in rates in the last few years, a tightness of capacity, and 
the answer is that this is an old problem, and I worked on the 
Staggers Act as it went through this Congress, and we knew this 
could happen, and it has happened. 

You can look at the mergers of the mid-1990’s — a tremendous in- 
crease in market power. The Department of Justice opposed those 
mergers. That is anticompetitive, and the out — the result has been 
abuse of market power. 

So yes, we have to look back to try and unravel a quarter of a 
century of abuse. 

Mr. Hemmer. Mr. Chairman, if I may try to unravel some of the 
misstatements that were just made, the Surface 
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Mr. Johnson. Well, Mr. Hemmer, I really don’t want us to get 
into a debate on this, so I would appreciate your forbearance. 

Mr. Cooper, by removing the railroad industry’s antitrust exemp- 
tions, how much do you think we could save consumers every year? 

Mr. Cooper. Well, we have estimated a total figure that we see 
as abuse — a combination of excess profit and cost subsidy. It is re- 
markable after a quarter of a century that so much traffic is car- 
ried on the rail that doesn’t cover its costs. We think there are $3 
billion or more of abuse. 

How much would come out from any particular decision, you can 
not predict. And the point is that, in a certain sense, that is the 
magic of real competition. If you let competition reign, if you tear 
up those paper barriers, if you put pressure on these bottleneck de- 
cisions that frustrate competition that could take place over 99 per- 
cent of a movement, you — shippers will get lower rates, railroads 
will be more efficient, and the economy will be better off. 

I can’t put a dollar figure on any particular decision. It is the 
principle of competition that we really need to get back to. The 
competitive marketplace will sort that out. 

Lafayette, Louisiana will get a fair rate because they have an al- 
ternative. There are many power plants in America that don’t have 
this situation of 99 percent potential competition and 1 percent bot- 
tleneck. Some of those are 100 percent monopolies, and those rates 
will be decided not in the competitive marketplace, but they should 
be overseen by the Surface Transportation Board. 

Mr. Johnson. Thank you, sir. 

And last but not least, this question: Mr. Hemmer, in his written 
testimony, argues that courts are incapable of evaluating the net- 
work effects of applying the antitrust laws to bottleneck situations. 
How would you respond, Mr. Morse? 

Mr. Morse. I think we have seen — let me make clear, I am not 
sure that the antitrust section has addressed that position in its 
testimony, so let me address it personally in answer to your ques- 
tion. I think we have seen the benefits of competition in other in- 
dustry when interconnections have been opened up. 

There was a long time when we viewed the telephone industry 
in this country as a monopoly and we were told that we could not 
interconnect and connect our personal telephones or other devices 
within our home to the telephone network for fear that it would 
cause the entire network to fall apart. As we have seen competition 
increase in the telecommunications industry, in those areas where 
competition can flourish, we have seen tremendous benefits to con- 
sumers. 

Mr. Johnson. All right. We appreciate that. 

I will now recognize the Ranking Member for his questions. 

Mr. Coble. Thank you, Mr. Chairman. 

And gentlemen, thank you for being here. We only have 5 min- 
utes, so let me move along. 

Mr. Hemmer, it is your belief that H.R. 233 is retroactive and 
that past mergers could be contested in the future by the Justice 
Department or FTC. Explain to us how that would be problematic 
for the railroads, A, for shippers, B, and how it would impact con- 
sumers. 
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Mr. Hemmer. Well, transactions that have been approved in the 
past have been fully implemented. Operations of network indus- 
tries have been fully combined. You can no longer distinguish, in 
my case, the Missouri Pacific from the Union Pacific from the 
Western Pacific, all of which were combined back in 1980. 

If an antitrust court were attempt — to attempt to disassemble 
various parts or segments of that network, we would have a chaotic 
situation that would take years to unravel. You may recall, and I 
confess, that following the Union Pacific-Southern Pacific merger 
there were service disruptions. Those would be modest compared to 
the disruption that would occur if we were to attempt to untangle 
the railroad system that has been operating as a single system for 
decades. 

Mr. Coble. Mr. Morse, what competitive standard will be used 
by the Justice Department if, in fact, 233 is enacted, and how 
would that standard differ from the one currently used by STB? 

Mr. Morse. Congressman, I am not a railroad regulatory expert, 
and therefore am not in a position to address the question of how 
the STB regulates. I have read the testimony that indicates that 
the STB, with respect to some of these issues with respect to bottle- 
neck rates, for instance, with the STB, does allow the railroads to 
quote rates for the entire distance. And I believe that antitrust, in 
approaching that issue, would look at that as a tying question, 
would question whether a firm has market power in one market 
and is using that market power to foreclose competition in a second 
market and might condemn those arrangements in those cir- 
cumstances where there is market power and a tying agreement. 

Mr. Coble. Thank you, sir. 

Dr. Cooper, would you oppose an amendment clarifying that past 
mergers would continue to remain exempt from challenges by the 
FTC or the Justice Department — and as briefly as you can, because 
I am running out of time. 

Mr. Cooper. That would be an extraordinary exemption from the 
antitrust laws. The fascinating thing, as you heard, the mention of 
the AT&T case, and that was — their exact argument was, ‘You 
can’t break us up.” Why? The network will collapse. And my god, 
20 years later we are a lot better off for having had competition. 

So the question here is that if the Department of Justice looks 
at that monopoly situation and discovers that market power is 
being abused, they could well take action against that far short of 
requiring divestiture. They might look upon the paper barriers as 
illegal restraints on trade and have those removed; they might look 
at the refusal to deal, in terms of bottleneck facilities, and have 
those be eliminated. So those are actions that ought to be allowed 
when the Department of Justice examines a monopoly. 

Mr. Coble. Okay. I don’t want to omit Mr. Huval. Let me bring 
him in as my cleanup hitter. 

Mr. Huval, I am been told and I think it has been aired today, 
that in certain instances some electric companies have found it to 
be less effective to ship foreign oil into the United States by a 
barge rather than shipping domestic coal by railroads to points 
within this country. Is this a common conclusion? 
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Mr. Huval. We would by far prefer having all of our energy 
sources come from this country versus having to ship it from 
abroad. 

Mr. Coble. Mr. Chairman, not unlike Mr. Morse, I have beat the 
red light. 

Mr. Johnson. Thank you, Mr. Coble, 

And I would just admonish everyone that don’t — no spontaneous 
outbursts will be done here today, and if they are then they will 
be treated very harshly, even though they may be based on your 
irrational exuberance, Dr. Cooper, and anyone else that may find 
themselves afflicted with this urge. 

We will now begin with our questions by the Members. First, 
Congressman Mel Watt, North Carolina. 

Mr. Watt. Thank you, Mr. Chairman. And thank you for con- 
vening this important hearing, which, for some of us, has given us 
an opportunity to focus on this issue for the first time. I have two 
concerns that I want to explore, and I will explore them with Mr. 
Hemmer and Mr. Morse, since they seem to be on opposite sides 
of them. 

Mr. Hemmer, you suggested that section nine of the bill allows 
this bill to be applied retroactively. Can you concisely give me an 
example of how that might play out, and without getting into a de- 
bate, which the Chairman said he didn’t want to encourage, I 
would like to have Mr. Morse respond to whatever situation you 
describe. So describe your best situation where you think this 
would be retroactive. 

I take it Dr. Cooper wants it to be retroactive. I am a little con- 
cerned about retroactivity when we are writing laws and applying 
them. 

So give us an example of where and how you believe section nine 
would make this — allow this to be retroactive. 

And then, Mr. Morse, if you can respond to Mr. Hemmer’s exam- 
ple, that would be helpful to me, just to frame the issue here. 

Mr. Hemmer. I actually thought Mr. Morse and I were getting 
along reasonably well. I believe that section nine establishes two 
requirements for limitations. Basically, it says that conduct that 
takes place within the first 180 days after passage of the act and 
that has been immunized from the antitrust laws can not be chal- 
lenged. However, conduct that takes place after the 180th day, 
which is essentially the continued implementation and carrying out 
of all of those immunized transactions, would be subject to attack. 

To take a specific example, when Union Pacific and Southern Pa- 
cific railroads merged, they formed a very efficient, now extremely 
competitive, single-line route across the southern tier of the United 
States, from Los Angeles into Texas and other points beyond. On 
the 181st day, I am fearful that someone might say, “The Surface 
Transportation Board’s creation and authorization of that route can 
now be attacked under the antitrust law.” 

Mr. Watt. Let me be clear on that. If we changed the word “and” 
to “or,” would that solve that problem? 

Mr. Hemmer. I believe it goes a long way toward doing that, but 
I would want to look very carefully at the language to make sure 
that it would. 

Mr. Watt. Mr. Morse? 
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Mr. Morse. Actually, as Mr. Hemmer said, we don’t quite dis- 
agree so much on some of these issues. Let me be clear: In our tes- 
timony — 

Mr. Watt. Do you agree with Dr. Cooper that you intend for it 
to be retroactive? 

Mr. Morse. I may take a middle ground between them. And 
what our testimony said is, we said that we thought that the 
House bill takes a more sound approach than the Senate bill, with 
respect to this issue. 

I read the Senate bill as potentially opening up the issue that 
Mr. Hemmer identified, because it talks about previously exempted 
agreements. The House bill, as I read it, only talks about ongoing 
conduct. I am not sure 

Mr. Watt. Would it do injustice to change the word “and” to “or” 
on page seven, line seven of the bill? 

Mr. Morse. I think I would want to look at that 

Mr. Watt. If you all could look at that and give me something 
in writing on that. Let me go on 

Mr. Morse. Let me make one point, though, with respect to this, 
and that is, I do see a difference with respect to mergers and with 
respect to the paper barrier issue, simply because there was a di- 
vestiture or trackage at some point in time. But let me be clear: 
I don’t think the antitrust section does not believe that previously 
consummated mergers should be subject to challenge. But at least 
looking at the question of a paper barrier, where you had a divesti- 
ture of trackage, if that included an agreement that would perma- 
nently prohibit competition 

Mr. Watt. I understand that. 

Mr. Morse [continuing]. Then to allow that continued prohibition 
on competition is a different situation than the merger situation. 

Mr. Watt. My time has run out, Mr. Chairman, but if I could 
just ask the other question for them to respond to in writing, it 
would be helpful. 

Mr. Johnson. Proceed. 

Mr. Watt. The other thing that I have some concern about was 
the prospect of inconsistent liability and outcomes if you have var- 
ious folks along in various jurisdictions interpreting the statute. 
And so I would like any of you who care to to give me something 
in writing on that, and whether that might be addressed by — in- 
stead of giving the final authority to the STB, perhaps giving juris- 
diction over these disputes to one particular court as the ultimate 
auditor, so that we don’t end up with courts in different parts of 
the country reaching results on essentially the same facts that are 
inconsistent with each other. I know we don’t have time for the 
witnesses to respond, but if you could do that in writing that would 
be wonderful, and I will be happy to put it in the record if you will 
address it to me. 

I thank the Chairman for his indulgence and yield back. 

Mr. Johnson. Certainly. Thank you, Congressman Watt. 

Next we will have questions from Bob Goodlatte, of the great 
state of Virginia. 

Mr. Goodlatte. Thank you, Mr. Chairman. 

And I want to thank all of the witnesses. I would like to pick up 
right where the gentleman from North Carolina left off and give 
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you an answer — give you an opportunity to answer the very ques- 
tion that he just asked 

Mr. Johnson. Can you speak into the microphone? I can barely 
hear you 

Mr. Goodlatte. This microphone doesn’t tilt in the right direc- 
tion. There we go. 

If you could follow up and address — I will ask each of you to do 
that — how we would handle the issue of the fact that these rail 
lines do transcend not just district court boundaries, but even Fed- 
eral court of appeal jurisdiction boundaries. How is a railroad to 
behave when they have three different decisions from three dif- 
ferent jurisdictions instruct them how to act? 

Mr. Morse. Let me say, I think that is the nature of the judicial 
system that we live in. Many of my clients in many industries face 
the possibility of being in court in different parts of the country. 
We give advice to clients on how to comply with the law based on 
the fact that we have different circuits sometimes coming up. 

When you actually end up in litigation, generally we tend to see 
courts at least listening to what other courts have said, but I don’t 
think that is an issue which would confront the railroad industry 
different than it confronts every other industry in the 

Mr. Goodlatte [continuing]. In some respects. I mean, there are 
certain types of industries where you can, and many industries do, 
operate in different fashions in different jurisdictions. The insur- 
ance industry operates differently regulated by each state insur- 
ance commissioner, and they can tailor that. 

But when you are shipping the same goods along the same line 
between the same communities and you are only operating along 
that line, you could have conflicting opinions that affect the same 
transaction, as opposed to two transactions engaged in by the same 
company but in different places. 

So I don’t know if you want to add to that, or I will just turn 
to Mr. Hemmer and see what reflection he can give on that. 

Mr. Hemmer. Let me note at the outset that the railroad indus- 
try faces a more complex situation, which is typical of regulated in- 
dustries, in that we may have one standard of performance estab- 
lished by the Surface Transportation Board and conflicting stand- 
ards of performance under this bill set by the FTC and potentially 
by courts, whether they are in different parts of the country or sit- 
ting right next to each other. 

Mr. Goodlatte. Well, that is my next question, which is what 
you do when you have a conflict between a court decision and the 
Surface Transportation Board. Does this legislation tell us the an- 
swer to that? 

Mr. Hemmer. The legislation, in my view, doesn’t clearly instruct 
a court about what to do. With respect to so-called paper barriers 
and so-called bottleneck rates, the legislative history virtually tells 
a court what to do and it, in my view, tells it to ignore several doc- 
trines of antitrust jurisprudence that would normally apply in de- 
ciding what the relationship is between the court and the regu- 
latory agency. That is a major concern for us, and if we could get 
that cleared up that would make a big difference. 

So I think we might find courts not knowing how to interact with 
regulation, whereas, for decades they have had basic standards, 
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such as primary jurisdictions, implied immunity — modified recently 
by the Credit Suisse decision — and they can apply those things. We 
know the standards and they know the standards. I believe this 
bill creates significant confusion. 

Mr. Goodlatte. Dr. Cooper? 

Mr. Cooper. Well, ultimately, in America we have federalism. 
And in the court system we do get conflicts between the courts, and 
they get resolved, when there is a conflict, through the court sys- 
tem. And we do get uniformity. And that takes time, but that is 
the process that we have in this country for resolving those judicial 
outcomes. And frankly, we are frequently proud of that fed- 
eralism — 

Mr. Goodlatte. Let me ask you, Dr. Cooper, would you — with 
this legislation would you preserve the Surface Transportation 
Board — or if you are going to go to a system where you can have 
legal action and Federal Trade Commission supervision, do you 
also need the Surface Transportation Board, or can you go with one 
or the other? 

Mr. Cooper. No. The simple fact of the matter is that there is 
pervasive market power in this industry, as several other indus- 
tries, and we, as a Nation, have actually had both antitrust and 
regulation. The problem here is that we didn’t have antitrust, and 
so we don’t know how far antitrust can carry us. 

And some of the most important antitrust cases have, in fact, 
been in regulated industries — in the electric utility industry 
ottertails require the integrated grid. And believe me, an electric 
utility system is a lot more integrated than a railroad system; elec- 
trons are more difficult. Second of all, AT&T — antitrust cases take 
place in regulated industries, and by introducing competition we 
are much better off for it. 

Mr. Goodlatte. Thank you, Mr. Chairman. 

Mr. Johnson. Thank you. 

Next we will hear from Mr. Bobby Scott, from — oh yes, that is 
right. That is right. I am sorry. I will hear from Mr. Scott. [Laugh- 
ter.] 

Let us see. Do we have any other — anyone else that is interested 
in testifying? 

Looks like we do not. Everybody has departed, so I would like 
to thank all the witnesses for their testimony today. Without objec- 
tion, Members will have 5 legislative days to submit any additional 
written questions, which we will forward to the witnesses and ask 
that you answer as promptly as you can. They will be made part 
of the record. Without objection, the record will remain open for 5 
legislative days for the submission of any other additional material. 

Mr. Watt. Mr. Chairman? 

Mr. Johnson. Yes. 

Mr. Watt. Could I ask the Chair to buttress my request for writ- 
ten responses to the questions that we ask on the record? I am not 
sure I have the authority to do that. It may require the Chair’s 
intervention on my behalf. 

Mr. Johnson. Well, thank you, Congressman Watt. Of course, 
just because you have seniority doesn’t mean that I have got to do 
what you say, but you are on 
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Mr. Watt. That is why I made the request, Mr. Chairman. It 
wasn’t a directive; it was a request. 

Mr. Johnson. All right. Any objection? 

All right. Thank you. Thank you, and this Subcommittee meeting 
is adjourned. 

[Whereupon, at 4:15 p.m., the Subcommittee was adjourned.] 
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May 18,2009 

The Honorable John Conyers, Jr., Chairman 
House Judiciary Committee 
2426 Rayburn House Office Building 
Washington, DC 20515-2214 

The Honorable James L. Oberstar, Chairman 
House Transportation and Infrastructure Committee 
2365 Rayburn House Office Building 
Washington, DC 20515-2308 

Dear Chairman Conyers and Chairman Oberstar: 

RE: Resolution of Railroad - Shipper Issues 

Let me start this letter by offering our appreciation for your many years of work 
on behalf of working families in our great country. You have both provided tremendous 
leadership and understanding of the issues affecting the daily lives of transportation 
workers. 

As our country continues to recover from this economic downturn, we see many 
opportunities for a “rail renaissance” for both passenger and freight rail. The 
opportunities that you created for Amtrak to grow, the new High Speed Rail investment, 
and the continuing need to grow freight rail capacity are welcome news to the 
transportation employees that UTU represents. 

The long-standing rail competition issues between freight railroads and rail 
shippers must have a complete and comprehensive resolution this session of Congress. 

It is our understanding that there are active discussions ongoing between the involved 
parties and Senator Rockefeller with his Senate Commerce Committee staff. The passage 
of HR 233, or any legislation that does not provide a complete resolution to this complex 
set of issues, will only further complicate this debate. 
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The Honorable John Conyers, Jt. 

May \ 8, 2009 ~ Page Two 

I am writing to ask for a short delay in consideration of HR 233, pending a more 
comprehensive piece of legislation that is now being developed. It is certainly in the best 
interest of railroads, shippers, and railroad employees to resolve this issue once and for 
all with a comprehensive solution that addresses all aspects of this problem. 

We sincerely appreciate your active participation in helping the railroad 
community move beyond this debate by allowing a prompt, comprehensive resolution of 
these issues. 


Sincerely yours, 



Malcolm B. Futhey, Jr. 
International President 


Cc: The Honorable Nancy Pelosi, Speaker of the House 

The Honorable Jay Rockefeller, Chairman, Senate Commerce and Transportation 
Committee 

The Honorable Lamar Smith, Ranking Member, House Judiciary Committee 

The Honorable John Mica, Ranking Member, House Transportation and 
Infrastructure Committee 

The Honorable Henry C. Johnson, Jr., Chairman House Subcommittee on Courts 
and Competition 

The Honorable Howard Coble, Ranking Member, House Subcommittee on Courts 
and Competition 

The Honorable Corrine Brown, Chairwoman, House Subcommittee on Railroads, 
Pipelines, and Hazardous Materials 

The Honorable Bill Shuster, Ranking Member, House Subcommittee on Railroads, 
Pipelines, and Hazardous Materials 

Ed Rodzwicz, President, Brotherhood of Locomotive Engineers and Trainmen 

James Stem, UTU National Legislative Director 

UTU Board of Directors 
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AMERICAN BAR ASSOCIATION 


June 23. 2009 


Hie I lonornblc I lenry C. Johnson, Jr 
Chairman 

Subcommittee on Courts and Com|>eiition Policy 
Committee on the Judiciary 
U.S. House of Representatives 
2138 Rayburn House Office Building 
Washington, DC 20515-6216 

Dear Chairman Johnson: 

This letter responds on behalf of the American Bar Association Section ol Antitrust law 
(the “Section") 1 to your letter of June 5. 2009 asking us to address questions from 
Representative Charles A. Gonzalez us u follow up to the Subcommittee's May 19. 2009 
hearing on H.R. 233, lire “Railroad Antitrust Enforcement Act of 2009.” 

We previously responded, on June 2, to questions posed by Representative Melvin 1.. 
Watt during the hearing to which we were asked to provide written responses. Wc arc 
pleased to have the opportunity to respond to the additional questions posed by 
Representative Gonzalez. In order to facilitate your review of these answers, wc have 
Included the questions below, followed by responses to the extent that we are authorized 
to respond consistent with Section policies. 

I. Much of the discussion surrounding HR. 233 has focused on the number of Class 
/ railroads serving the country and quest tons of competition amongst them 
Freight transportation, however, is nut unique to the ratlriwd industry How 
should the competition tail roads face from the trucking, shipping, and other 
industries factor into calculations about market power and alleged 
anticompetitive practices'? Would the application of antitrust laws as pro/tosttd 
under H R 233 adequately take this inter-industrial competition into account ? 

Competition that railroads face from trucking, shipping, and other industries should be 
taken into account in any antitrust analysis. That issue should be examined in defining 
the relevant market, which is often a critical issue in antitrust cases. 


Section of Antitrust Law 

321 Ninth Clark Slreet 
Chicago, II 60654-7590 
[3121 988-5550 
FAX: 43121988-5637 
E-mail: fintrtrustifcabanet.org 
http'/Avvvw.aha net.org/anlilrusl 


' Please note Unit as seas Ilic ca*c with my testimony to the Subcommittee and our June 2 letter, the view* 
expressed in this Icitci arc being presented on behalf of the Section of Antitrust Law and not on behalf of 
the entire American Liar Assoc ini lun 
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The Honorable Henry C. Johnson, Jr. 
June 23, 2009 
Page 2 


The Supreme Court explained in Brown Shoe v. United Stales , 

[tjhe outer boundaries of a product market arc determined by the reason- 
able interchangeability of use or the cross elasticity of demand between 
the product itself and substitutes for it. 

370 U.S. 294, 325 (1 962). The Court, in United States v. E.l. DuPont de Nemours & Co., 
explained, 

where a product is controlled by one interest, without substitutes available 
in the market, there is monopoly power.... [W]here there are market 
alternatives that buyers may readily use for their purposes, illegal monop- 
oly docs not exist merely because the product said to be monopolized 
differs from others. 


351 U.S. 377, 394 (1956). In considering reasonable interchangeability, the courts will 
consider a variety of evidence, including industry and public perception, customer views 
of interchangeability, and the relationship between prices and sales, in addition to differ- 
ences in prices and physical characteristics of products and services. 

Discussing geographic market issues, which are “essentially similar,” the Court in Brown 
Shoe explained that “Congress prescribed a pragmatic, factual approach to the definition 
of the relevant market and not a formal legalistic one.” The market must, therefore, both 
“correspond to the commercial realities” of the industry and “be economically signifi- 
cant.” 370 U.S. 294, 336-37 (1962). 

Under the Government’s Merger Guidelines, the Department of Justice and Federal Trade 
Commission define a relevant market by considering whether a hypothetical monopolist 
“likely would impose ... a small but significant and non-transitory” price increase, gener- 
ally a price increase of five percent lasting for the foreseeable future. In. considering the 
likely reaction of buyers to a price increase, the government takes into account evidence 
such as whether buyers have shifted or considered shifting in response to relative changes 
in price or other competitive variables, whether sellers base business decisions on the 
prospect of buyer substitution, and the timing and cost of switching. 

The market definition in any particular antitrust case involving railroads will turn on the 
specific facts, considering (he origin, destination and commodities at issue, and the 
alternatives available to customers. To tire extent that railroads face competition from 
trucking, shipping and other industries, lhai competition should factor into the relevant 
market definition. H.R. 233 would subject the railroad industry to the nation’s antitrust 
laws, but it would not alter fundamental antitrust analysis as applied to railroads. As 
such, inter-industrial competition with railroads should be taken into account. 
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a. The report Mr. Cooper submitted for the record makes much of (he fact 
then STB uses a pricing standard based on the "cost for the shipper to 
build a stand-alone railroad ' What barriers prevent shippers from doing 
just that? Or other companies from building short-lines that would 
connect captive shippers to an interchange point where competition might 
begin ? 

The Section of Antitrust Law does not have the expertise to identify specific barriers to 
shippers or other railroads building stand-alone or short-line railroads. Such barriers, 
which likely vary on different routes, may include the availability of land, environmental 
permitting, licensing requirements, sunk capital costs, and a large minimum scale of 
operations for efficient production, which individually or collectively may make entry 
expensive, difficult and time consuming. 

The Section has not adopted a position regarding the appropriate pricing standard that the 
S TB should use in determining whether a railroad’s rates should be regulated. We note, 
however, that setting prices for a contract by regulation based on the “cost of the shipper 
to build a stand-alone railroad” may allow the exercise of market power if the asset may- 
last longer than the length of the contract or if the asset is used to serve multiple shippers, 
and the Section believes generally that consumers are best served when rates are set 
through competitive forces protected by the antitrust laws rather than regulation. 

b. Mr. Hemmer mentioned several times the fact that Ii.R. 233 makes 
changes to regulatory and antitrust policy just for railroads. If the same 
policies were applied universally, would they be less objectionable to 
Union Pacific? If they are just and appropriate changes, is it not 
appropriate to enforce them, even if only on the one industry? 

The Section testimony specifically “encourage|dJ Congress to move forward quickly to 
dismantle the antitrust exemption for the railroad industry, through the Railroad Antitrust 
Enforcement Act, and to consider additional legislation to eliminate antitrust exemptions 
applicable to the industries.” The Section endorses the Antitrust Modernization Commis- 
sion recommendation that antitrust exemptions should be granted “only where, and for so 
long as . . . is necessary to satisfy a specific societal goal that trumps the benefit of a free 
market to consumers and the U.S. economy in general.” The Section supports the elimin- 
ation of exemptions that can no longer be justified, and the proposed legislation is an 
appropriate step in that direction. 

2. We have discussed situations in which a shipper is captive to one railroad that 
controls, e.g., the sole rail line that runs to its plant. Are there now or have there 
been cases in which a shipper is captive to two railroads, e.g., if a single carrier 
serves the mine and another sole carrier serves the factory? If so, how were those 
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transactions accomplished? If not, is this a plausible situation and how might the 
question of rates be resolved, whether under current standards or if MR.. 233 
should be passed 

The Section: of .Antitrust - Taw does not have the expertise to address whether the case 
described in the question exists in the railroad industry. In most Circumstances, however, 
we suspect that where a producer or a customer is captive to a railroad, that such 
producer may have alternative customers (that are not captive, to a railroad) and such 
customers may have alternative suppliers (that arc not captive). 

In general, economics teaches that two consecutive monopolists will together charge; a 
price that is higher than a single monopolist because of the problem of “double 
marginalisation.” It may therefore be efficient to allow monopolists to merge or form a 
venture to charge a single monopoly price. On the other hand, a single monopoly may 
prevent, competition from developing over time because a prospective competitor would 
have to enter into both markets rather than only one market. Allowing interconnections 
with monopoly local service providers and encouraging competition over long distance, 
at least in the telecommunications - . industry » has led to lower rates and enhanced services 
for consumers. We have also seen markets once perceived to be natural monopolies, 
such as local telephone and cable television service, face competition in recent years. 

Since the 1980 Staggers Rail Act, the Interstate Commerce Commission and Surface 
Transportation Hoard have had authority to regulate rates only for traffic where 
insufficient competition exists to protect shippers. As explained in our testimony, 
allowing an antitrust exemption is particularly troubling where an industry is being 
deregulated, and there is uncertainty as to whether activity is exempted from regulation. 

* * * v 

\Ve again thank the Subcommittee for the opportunity to present our views. If you have 
{my additional Questions, or if we can be of any additional assistance to you and the 
Subcommittee, please ask your staff to contact me at (202) 842-8883 


Respectfully yours, 


JJL • 


M. HoWard Morse 


cc: ClirisM Sheppard, Chief Counsel, Subcommittee on Court and Competition Policy 
Anant Ruut, Counsel, Subcommittee on Courts and Competition Policy 
R. Larson. Frisby, Senior Legislative Counsel, ABA Governmental Affairs Office 
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TERRY J. HUVAL, P.E. 
DIRECTOR 

I3H WALKER ROAD 
PO. BOX 401 7C 
LAFAYETTE, LA 70502 
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June 25, 2009 




LAFAYETTE UTILITIES SYSTEM 




VIA HAND DELIVKRY 

The Honorable Henry C. Johnson. Jr. 

Chairman 

Subcommittee on Courts and Competition Policy 
of the House Judiciary Committee 
B-352 Rayburn House Office Building 
Washington, DC 20515 

Re: May 19. 2009 Hearing on H.R. 233, “Railroad Antitrust 

Enforcement Act of 2009" Before the Subcommittee on Courts 
and Competition ofthe House Judiciary Committee 

Dear Chairman Johnson: 

In response to your letter of June 5, 2009, and tor inclusion in the hearing record. Lafayene Utilities 
System PLUS’ ) respectfully submits the attached written responses to the follow-up questions 
submitted by Representative Charles A. Gonzalez. 

LUS appreciates this opportunity to lurther respond to questions and issues raised at the Hearing. 
Sincerely yours, 

Terry Huval. P.E. 

Director. Lafayette Utilities System 
(337)291-5804 

Lafayette (LA) Consolidated Government 


cc; Honorable Charles A. Gonzalez. 
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Responses of 

Terry Huval, Director of Utilities 
Lafayette Utilities System 
Lafayette (LA) Consolidated Government 

Before the 

House Judiciary Committee 
Subcommittee on Courts and Competition 

Hearing on H.R. 233, 

the “Railroad Antitrust Enforcement Act of 2009” 


Responses to questions submitted by Representative Charles A. Gonzalez 

1 Much of the discussion surrounding H.R. 233 has focused on the number 
of Class I railroads serving the country and questions of competition amongst 
them. Freight transportation , however, is not unique to the railroad industry. 

How should the competition railroads face from the trucking, shipping, and other 
industries factor into calculations about market power and alleged anticompetitive 
practices? Would the application of antitrust laws as proposed under H.R. 233 
adequately take this inter-industrial competition into account? 

Response : 


Railroads sometimes claim that individual customers may have 
effective inter- or intra-modal competitive substitutes (e.g., the ability to choose 
among rail, truck, and water modes of transportation) that prevent a rail carrier 
from unreasonably raising rates for service. However, for many bulk 
commodities, such as coal, there is no effective competition available. The 
Lafayette Utilities System (“LUS”) is dependant on the Rodemacher coal-fired 
electric generating station to provide the majority of the electric energy used in the 
City of Lafayette, a community of 120,000. The only practical way to transport 
coal fuel from the originating Wyoming mines to Rodemacher (a distance of over 
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1,500 miles) is by rail. LUS faces monopoly pricing as it is “captive” to one 
carrier at destination and it is unable to obtain effective inter- or intra-modal 
competition. 

For Lafayette, Louisiana, we believe this lack of railroad 
competition has translated into over $65 million in “captivity payments” during 
the last ten years — the difference between what LUS has paid its existing rail 
carrier between 1999 and 2008 compared to what LUS estimates it would have 
paid if it had access to effective railroad competition. These higher payments are 
included in LUS customers’ monthly electric bills and cause higher utility bills for 
all individuals and businesses in Lafayette. 

LUS needs meaningtul pro-competitive remedies to protect its 
electricity consumers from this undue cost of captivity. Today, the railroads are 
exempt from many antitrust laws and the Surface Transportation Board (STB) has 
already said it is fine for the UP to block LUS’ access to competition through its 
ruling in the Bottleneck Decision. LUS urges Congress to enact laws that 
encourage and require railroads to compete effectively and that accord rail 
shippers full legal recourse if railroads act in violation of the competition laws. 
For this reason, LUS supports H.R. 233. 

Finally, even for markets that currently enjoy effective inter- or 
intra-modal competition options (e.g., truck competition for containers moving 
over short distances) there still is the need for the antitrust laws to apply in the 
same way that these laws apply to the vast majority of businesses in the United 
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States. If railroad carriers arc fairly and effectively competing in the marketplace, 
then there should be no anticompetitive concerns, because the railroads should be 
in full compliance with the competition laws. It is only when competitors engage 
in practices that are contrary to the competition laws (e.g., collective arrangements 
used as a means to accomplish market division or price stabilization and avoid 
competition, etc.) that those practices are open to antitrust challenge - including in 
those markets where effective competition may once have existed. 

a. The report Mr. Cooper submitted for the record makes much of the fact 
that STB uses a pricing standard based on the “cost for the shipper to build a 
stand-alone railroad". What harriers prevent shippers from doing just that? Or 
other companies from building short-lines that would connect captive shippers to 
an interchange point where competition might begin? 

Res ponse : 

LUS respectfully submits that the large-scale construction of 
redundant rail lines in communities across the Nation is not a feasible or sound 
means of addressing the competitive problems facing railroad customers. Also, 
for individual shippers, pursuing such a “build-out” option to obtain competitive 
rail access is a costly undertaking, and potentially creates significant 
environmental, community, and other related socio-economic impacts. For 
example, a build-out option for Lafayette would require us to building a large- 
scale bridge, which would have to cross over both the Red River and the 
immediately adjacent Interstate 49 highway in order to enable Lafayette to access 
other railway services. The cost of constructing such a bridge is enormous, and far 
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in excess of the burden our consumers can be expected to bear. The City of 
Lafayette is not interested in building its own, redundant railroad. 

Even if the construction of such new railroad lines in some instances 
were feasible, LUS respectfully submits that effectively compelling captive 
shippers to build their own railroads to duplicate existing facilities is not a prudent 
policy choice or in the public interest, especially when the cause of such action is 
the simple refusal of the rail companies to operate their lines in a pro-competitive 
fashion. 

As explained in detail in my testimony, LUS believes that it is not 
unreasonable to suggest that the existing carriers that each have routes extending 
more than 99% of the length of the movement from the coal mine origin to LUS’ 
destination should actively and aggressively compete for this portion of the haul 
where there already exists the potential for competition to work. To the contraty, 
it is unreasonable for these existing carriers to suggest that they need to be 
protected from aggressively engaging in marketplace competition like any other 
business. The fact that railroad carriers today are not actively seeking to compete 
for tliis business demonstrates that the competitive market is not efficiently 
working and that this needs to be addressed with the passage of H.R, 233 - and not 
through the construction of a multitude of redundant rail line build-outs. 


- 4 - 
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b, Mr. Hemmer mentioned several times the fact that H.R. 233 makes 
changes to regulatory and antitrust policy just for railroads. If the same policies 
were applied universally, would they be less objectionable to Union Pacific? If 
they are just and appropriate changes, is it not appropriate to enforce them, even 
if only on the one industry? 

Response : 


LUS agrees that it is appropriate to apply just and appropriate policy 
changes, even if those changes are applied to only one or a few industries, and not 
all industries. However, LUS respectfully submits that the railroads are not being 
“singled out” with H.R. 233. In fact, the railroads are one of the few remaining 
industries that enjoy immunities and exemptions from the antitrust laws. The bi- 
partisan Antitrust Modernization Commission (“AMC”) agrees that the application 
of the competition laws to our Nation’s businesses is the norm: 

All kinds of businesses across the United States . . . 
comply with the antitrust laws as they plan their 
activities, including joint activities with competitors. 

This is not hypothetical economic theory; it is how 
hundreds of thousands of firms do business every day. 

Because they must comply with the antitrust laws, 
these firms structure their activities to avoid anti- 
competitive effects. This promotes consumer welfare. 

Antitrust Modernization Commission, Report and Recommendations to 

Congress (Apr. 2007) at 358 (“AMC Final Report”) (internal footnotes omitted). 

The AMC recommended in its final report to Congress that the clear burden be 

placed on the exempt industry to justify the continuation of any antitrust 
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immunity 1 and concluded that “it heard no compelling justification for any of the 
exemptions on which it held hearings.” 2 It is the railroads that arc enjoying 
disparate favorable treatment with their antitrust immunities, and there is no 
legitimate justification for maintaining these immunities. 

2. We have discussed situations in which a shipper is captive to one 
railroad that controls, e.g., the sole rail line that runs to its plant. Are there now 
or have there been cases in which a shipper is captive to two railroad, e.g., if a 
single carrier serves the mine and another sole carrier serves the factory? If so, 
how were those transactions accomplished? If not, is this a plausible situation and 
how might the question of rates be resolved, whether under current standards or if 
H.R. 233 should be passed. 

Response : 

Currently, there are many instances where two (or sometimes more) 
rail carriers are required to move products between origin and destination points. 
For example, there is no single transcontinental railroad system in the United 
States, so movements that cross the Country from east-to-west often involve the 
interchange oftraffic between two carriers. Carriers also have trackage rights 
arrangements with one another over portions of their systems, which likewise 
require coordination. Coordination between railroad and trucking firms is also 
required with inter-modal (i.e., container or trailer) movements. 


1 See, ejj,, AMC Final Report at 350 (Recommendation No. 57). 
(“Statutory immunities from the antitrust laws should be disfavored. They should 
be granted rarely, and only where, and for so long as, a clear case has been made 
that the conduct in question would subject the actors to antitrust liability and is 
necessary to satisfy a specific societal goal that trumps the benefit of a free market 
to consumers and the U.S. economy in general.”) 

2 Id at 353. 
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Under current law, the rates and service terms being offered for 

sendee to prospective customers are decided by the carriers involved in the 

requested service. The operational logistics (e.g., use of crews and locomotive 

power) are also decided by the involved carriers. This situation would not change 

under H.R. 233. Carriers could continue to collaborate on rates and service to the 

extent that such collaboration did not involve a violation of the competition laws. 

If the carriers engaged in anticompetitive practices in rate setting or service, they 

would be subject to scrutiny under the antitrust laws. 

The antitrust law experts fully agree that even in industries where 

firms engage in extensive service coordination activities, such as in the ocean 

carrier industry, these firms should not enjoy antitrust immunity, and the antitrust 

laws should apply in full force: 

Although Congress substantially modified the 
Shipping Act in 1998 to allow individually negotiated 
rates, which has sharply reduced ocean carriers’ use of 
jointly set “conference rates,” proponents assert that an 
antitrust exemption remains necessary for other 
purposes. They maintain that carriers need an antitrust 
exemption to adopt more efficient practices jointly, 
such as agreements that allow ocean carriers to share 
certain equipment at ports in order to reduce 
congestion. Acknowledging the possibility that such 
agreements could withstand antitrust scrutiny, one 
witness maintained that the ocean carriers nevertheless 
would not attempt them absent the certainty that no 
antitrust liability would result. The witness 
emphasized the enormous investments of ocean 
carriers and the need to eliminate even the potential for 
antitrust liability. 

However, this reasoning reduces to an argument 
that ocean carriers should not be subject to the same 
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costs of doing business as other industries. These 
costs of doing business include managing firms’ 
conduct to comply with antitrust, and many other, 
laws. All kinds of businesses across the United States 
- including firms that make investments comparable to 
or greater than those of ocean carriers - comply with 
the antitrust laws as they plan their activities, including 
joint activities with competitors. . . . There does not 
appear to be anything unique about ocean carriers that 
would merit holding them to a lesser standard.’’ 

The application of the antitrust laws to the railroad industry will not 

prevent individual companies from engaging in reasonable joint activities with 

competitors as necessary to efficiently move commerce. Only if competitors 

coordinate in an anticompetitive manner would they be subject to antitrust 

scrutiny. 


3 Id at 351-52 (internal footnotes omitted). 

- 8 - 
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J. Michael Hemmer 

SeniK Vice r.Tiidem - Liw a General Louxuc) 


June 25, 2009 


BY HAND 

the Honorable Henry C, Johnson, Jr., Chairman 
Subcommittee on Courts and Competition Policy 
Committee on the Judiciary 
B-352 Rayburn House Office Building 
Washington, D.C, 20515 

Dear Chairman Johnson: 

1 am in receipt of your letter of June 5, 2009. I respond to Representative Charles Gon/Jllc?' 
questions as follows: 

1. Much oj the discussion surrounding HR. 233 hus focused on the number of Class 1 railroads 
serving the country and questions of com/ietition amongst them. Freight transportation, however, 
is not unique to the railroad industry 1 , How should the competition railroads face from Ihe 
trucking, shipping, and other industries factor into calculations about market power and alleged 
anticompetitive practices? Would the application of antitrust lasv.s as proposed under HR 233 
adequately take this inter-industrial competition into account ? 

a I'he report Mr. Cooper submitted for the record makes much of Ihe fact that STB uses a 
pricing standard based on Ihe "cost for Ihe shipper to build a stand-alone railroad. " What 
barriers prevent shippers from doing just that? Or other companies from building short-lines 
that would connect captive shippers lo an iiUerclumge point where competition might begin? 

b. Mr. Hemmer mentioned several times Ihe fad that HR 233 makes changes lo regulatory and 
antitrust policy just for railroads. If the same policies were applied universally, would they 
be less objectionable to Union Pacific? If they are just and appropriate changes, is it no t 
appropriate lo enforce them, even tfonly tut the one industry? 

ANSWE R: 

I . I'he railroads presently are subject lo extensive competition from other railroads and other forms 
of transportation in the majority of their markets. In addition, rail customers may exert pressure 
on railroads by drawing the same products from other sources and by substituting alternative 
products (such as using natural gas in lieu of coal). 

The Surface Transportation Board, in rate proceedings, must determine whether or not the rail 
carrier is subject to effective transportation competition for the movement al issue. It ignores 
other forms of competition (i <g, product and geographic competition from other pioducts or other 
sources). Where there is no effective transportation competition, the Surface Transportation 
Board has the authority to regulate the reasonableness of a railroad's rote. Where there is 
effective transportation competition, the presence of this competition prevents railroads from 
engaging in anticompetitive behavior. 


UNION PACIFIC KA1UUMU IUW irouglM SUN! VtOP 15*10 Offltll*, NE 6617? pit. (««l S-M-Wu:- 6. |«B| SUIU1I29 mhenwneT^ip.cwH 
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Antitrust courts, under some antitrust theories, would not consider the presence of competition in 

antitrust litigation. More commonly, however, they do consider its effects. Under H.R. 233, 

those courts would be discouraged from seeking input from the regulatory agency with expertise 

in determining the existence and effects of transportation competition. 

a. Competing railroads sometimes “build-in” to a shipper, and shippers “build-out” to a 
competing railroad. The use of a “build-in” or a “build-out” is a powerful competitive option, 
and it reflects the marketplace at work. It is not artificial rail competition introduced by 
regulatory fiat. 

The concept is straightforward. If (lie marketplace will support two railroads, a second 
railroad will enter that market. For instance, UP’s competitor, BNSF, built into a chemical 
plant in North Sea Drift, Texas. Of course, a shipper can also build out to a competing 
railroad, as Nebraska Public Power District did at what it calls the Gentleman Station, when it 
built out to connect to the Union Pacific. Railroads also use what are called “transload 
facilities” where traffic is trucked to and from the railroad to introduce new competition. An 
example of this is outside of Oklahoma City, where UP established a transload facility to 
servo a. General Motors plant that had been solely served by BNSF. 

In addition, actually building in or out to a facility is not necessary to introduce competitive 
responses by the railroads. Often customers use the threat of new construction during a 
contract negotiation to extract a better rate or other conditions from the serving railroad. 

With respect to the expense of a build-in or build-out, that expense reflects the true cost of 
building and maintaining a railroad and will be pursued where the investment is justified, just 
as the stand-alone cost test is intended to set the appropriate level of a regulated rail rate at 
Hie market level. Using regulation (or the courts) to force access interferes with the 
marketplace at work. Artificial government regulation will ultimately lead lo less revenue lor 
the rail industry and a smaller rail network. 

b. The Antitrust Modernization Commission expressed general opposition to antitrust 
exemptions that favor one industry. Accordingly, if antitrust exemptions arc to be removed 
from one industiy, they should be removed from all, or new favoritism will be created. It is 
ironic that the electrical utility industry is one of the strongest promoters of H.R. 233, yet that 
industry, and not the railroads, relies on the Keogh Doctrine to protect it from the antitrust 
laws. H.R. 233's repeal of Ihe Keogh Doctrine for railroads would have essentially no effect, 
because it would not remove the doctrine from the utility industry that uses the doctrine as a 
shield. 

H.R. 23j's limitation on the doctrine of primary jurisdiction is not a "just and appropriate 
change" for railroads or any other industry, and it should be stricken from the bill. This 
doctrine, a centuiy in the making, creates consistency between courts and regulatory 
agencies. Destroying that coordination would guarantee conflicts between courts and 
agencies and would be irrational public policy. In fact, the Antitrust Section of the American 
Bar Association in its June 2, 2009 letter to you on H.R. 233 encouraged the referral of 
mailers lo the regulatory agency under the doctrine of primary jurisdiction in appropriate 
circumstances. 


2 
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2. We have discussed situations in which a shipper is captive to one railroad that controls, e.g., the 
sole rail line that runs to its plant. Are there now or have there been cases in which a shipper is 
captive to two railroad, e.g., if a single carrier serves the mine and another sole carrier serves 
the factory. >? If so, how were those transactions accomplished? If not, is this a plausible situation 
and how might the question of rates by resolved, whether under current standards or if HR. 233 
should be passed 

ANSWER : 

2. There are many instances where one railroad serves an origin shipper and another railroad serves 
a des Lina Lion location. In fact, this is commonplace in the rail industry. In those situations, the 
origin railroad is required to interchange the traffic with the connecting railroad that provides 
service to the destination in order to complete the shipment. Rates in these situations are subject 
to STB regulation, to the same extent as other rales in the rail industry. • 



J. Michael Hemmer 
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May 28. 2009 


The Honorable John Conyers, Jr. 

Chairman 

Committee on the Judiciary 
House of Representatives 
2138 Rayburn House Office Building 
Washington. DC 20515-6216 

Re: May 19. 2009 Hearing on H.R. 233, “Railroad Antitnist 

Enforcement Act of 2009” Before the Subcommittee on Courts 
and Competition of the House Judiciary Committee 

Dear Chairman Conyers: 

hast week I testified at the above-referenced Hearing as part of a witness panel. Congressman 
Watt asked the panel members to submit a written response for llte record to his inquiry 
concerning the potential, if H.R. 233 is enacted, for overlapping dual regulation by courts and the 
Surface Transportation Board, and the potential prospect of inconsistent liability and outcomes. 
He also inquired whether one possible way to avoid conflicting decisions would be to give 
jurisdiction to one particular court to decide all rail related antitrust challenges. 

I can assure the Judiciary Committee, and the Subcommittee on Courts and Competition, that coal 
shippers are not concerned about dual regulation in areas of competitive concern to them, such as 
rail bottlenecks, because, as I emphasized in my oral and written testimony at the Hearing, there 
is no effective regulation by the Surface Transportation Board in these areas today. The issue of 
"dual regulation” is really a red herring and should not be used as an excuse to modify or 
otherwise change the current text ofH.R. 233. 
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The Honorable John Conyers, Jr. 

May 28. 2009 
Page 2 

Ivon if dual regulation was a real, practical concern (which it is not), all administrative litigations 
in recent years at the Surface Transportation Board involving competition issues (other than rail 
mergers) have involved individual complaints filed by rail shippers. To the extent II. R. 223 
would permit shippers to pursue such relief at cither the Surface transportation Board or in 
courts, there are established legal doctrines, including the law of election of remedies that would 
foreclose a shipper from being able to pursue the same pro-competitive relief in both forums. 

Moreover, in the unlikely event that multiple shippers presented similar competitive claims in 
different courts, or in courts as well as proceedings before the Surface Transportation Board, there 
are other established legal practices and principles in place to address and avoid conflicting 
results. For example, similar claims raised by different shippers in different courts can be 
consolidated for consideration in a single court. Similarly, appropriate principles of concurrent 
jurisdiction could be employed to address situations where common claims are raised by some 
shippers in Surface Transportation Board proceedings and by other shippers in court proceedings. 

Finally, I have been advised that in the Antitrust Modernization Commission’s report to 
Congress, the Antitrust Modernization Commission has rejected as ‘ particularly unpersuasive ,? 
arguments that antitrust immunities should be retained to protect industries against possible 
litigation risks, or to enhance regulatory compliance/investment return certainty: 

The Commission finds two arguments in favor of antitrust exemptions 
particularly unpersuasive, however. First, no immunity should be 
granted to create increased certainty in the form of freedom from 
antitrust compliance and litigation risk. Antitrust compliance and 
litigation risks are costs of doing business that hundreds of thousands 
of American businesses manage every day. No particular companies 
or industries should be specially entitled to avoid these costs; if these 
costs are Unreasonable, broader reform applicable to all businesses is 
the proper remedy. Second no immunity should be granted to 
stabilize prices in order to provide an industry with certainty and 
predictability for purposes of investment or solvency. This too is a 
benefit that all industries would appreciate, but that none should be 
singled out to receive. ITie costs of price “stability” typically flow to 
consumers and result in inflexibility that undermines economic 
growth. 1 


Antitrust Modcrization Commissi on Repor t at 351 (internal citations omitted), 
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The Honorable John Convent Jr. 
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Page 3 


On behalf of Lafayette Utilities System, the American Public Power Association and Consumers 
United For Rail Equity, I urge the Congress to enact H.R. 233. 

Sincerely yours, 

Tei^sHu^i.'.::' : r;; VO-1- V.O\*: -■ : 

Director of Utilities 

Lafayette Utilities System 

Lafayette (LA) Consolidated Government 


cc: Honorable Henry C. Johnson 

Honorable Melvin L. Watt 
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What GAO Found 
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gave like Sutini.'i* Tniie.pnriaj.kon 
Hoard (STB) authority lo develop 
remedies for shipp tfWcapUve" i<» 
one railroad ami set a threshold |V»r 
shippers to apply Formic relief. 

(iM ) was asked |o review ( I ) 
ehaiigt'.s in flu* milrofld Industry 
sim«» the Sluggers Kail Act, 
including rail's and rniii|HKUfoii: (2) 
STB actions lo address competition 
and captivity concerns and 
alternatives lliat could be 
considered: anil (d ) freight demand 
ami rapaeily projections mid 
potential ledeial policy responses 
(iAO examined STB data, 
conducted Interviews, and held an 
exjwrl panel. 


What GAO Recommends 


(iAO recommends that STB analyze 
l he stale of compi'lilion and 
miisAder appropriate actions. <;a< » 
also reconuneitils that DOT 
txittsidttr strategies lo level the 
playing livid lor nil freight modes (o 
miixnnize public benefits from 
federal Invest menl. STB disagreed 
witli our recommendation because 
It would take resource's, from 
efforts tl believes will address GAO 
concerns, among other teason*. We 
ret ogliiZeSnVs efforts., but belieW 
further analysis is needed STB 
should seek more resources from 
Congress if needed- I K ff look Mo 
position on our recommendation, 
www.geo.gov/ogi-bifVgeirpt7GAO-o7 -94 

To wm Bis. full prodjef including mo *oq(w 
and methodology. c*ck on the Hrtt above 
For more Inlotmallon. contacl JayEtla Z 
Hector al (202) £12-2834 or 
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Changes in the railroad industry since the Staggers Kail A* l an* widely 
viewed as positive, as tin* industry's financial health has Improved and 1 IUH 
tales have duelitied; however, concerns nVi'f eniilpelilioil and caiilivity 
remain. Rail rates generally declined between 1UH5 and 2000, 1 llett increased 
slightly from 2001 through 2004. Concerns about compel iti> >it and captivity 
remain jls irafllc is concentrated in fewer railroads. It Is difficult to 
deiermine the number of "captive’ shippers as proxy measures <an overstate 
or understate captivity. Nevertheless, < I AO's analysis of limited available 
measures indicates that I he extent of captivity appears in be dropping, bill 
the percentage oft raffle traveling at Riles substantially over the threshold 
for rate relief has increased. Also, some areas with access to only one major 
railroad have higher percentages of I raffle traveling at rates above the 
threshold. These findings may relied reasonable economic practices by the 
rullr* tails or a possible abuse of market power. GAO’s analysis is limited by 
available (lata and proxy measures but suggests that shippers in selected 
markets may be paying excessive rales. meriUng further inquiry and analysis. 

While STB has taken ad ion, further efforts lo improve its rale relief 
processes ami assess competition could help address competition and 
captivity concerns and inform the merits of proposed alternative 
approaclais. STB’s rate relief processes an; largely inaccessible and rarely 
used. STB recognizes this and Is taking steps to improve Its proccsst-s. STB 
hits broad statutory authority to Inquire into and report on railroad Industry 
practices and, given a reasonable possibility Hull some shippers may be 
paying excessive rates, an assessment ufeompetilion could determine 
whether there Is sufficient evidence that market power is being abused in 
specific markets. While competition between railroads may not always be 
feasible, alternative approaches have costs and benefits that should be 
iTirofully considered to ensure the balance envisioned in the Staggers Rail 
Act — including the railroads' need for adequate revenues. 

Significant increases in freight traffic are forecast, and the industry's ability 
to meet them is largely uncertain- Investments in rail projects can produce 
public benefits, such as reducing highway congestion. Asa result, federal 
and state governments liave increasingly participated in freight tail projects. 

In 20Of>, for example, Congress provided sum million for rail improvements 
in the Chicago area. Congress focus additional decisions about potential 
federal policy responses in yeats ahead, fh'spnnscs should recognize that 
the freight transportation system includes many modes that are treated 
differently by the federal government and functions in a competitive 
marketplace and a constrained federal binding environment. In developing a 
National Freight Policy, the Department ofTransporiadon (IX ft) has made, a 
good start by providing context for those decisions ami ixrr can In-Ip 
sustain the role of the competitive marketplace through strategics that 
promote, a level playing field for freight transportation decision making and 
acknowledge the constrained federal fiscal environment by focusing federal 
involvement where demonstrable, wide-ranging puidic benefits exist. 
Untted States Government Accountability Otfict 
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United States Government Acconntability Office 
Washington, DC 20548 


October 6, 2006 
Congressional Requesters: 

Over 25 years ago, Congress transformed federal regulation of the railroad 
industry. After almost 100 years of economic regulation, the railroad 
industry was in serious economic trouble in the 1970s, with rising costs, 
losses, and bankruptcies. In response, Congress passed the Railroad 
Revitalization and Regulatory Reform Act of 1976 and the Staggers Rail 
Act of 1980. Together, these pieces of legislation substantially deregulated 
the railroad industiy. In particular, the 1980 act encouraged greater 
reliance on competition to set rates and gave railroads increased freedom 
to price their services according to market conditions, including the 
freedom to use differential pricing — that is, to recover a greater proportion 
of their costs from rates charged to shippers with a greater dependency on 
rail transportation. At the same time, the 1980 act anticipated that some 
shippers might, not have competitive alternatives — commonly referred to 
as “captive shippers” — and gave the Interstate Commerce Commission 
(ICC), and later the Surface Transportation Board (STB), the authority to 
establish a process so that shipp ere could obtain relief from unreasonably 
high rates. However, only a rate that produces revenue equal to at least 
180 percent of the variable cost of transporting the shipment can be 
challenged. Since the passage of the Staggers Rail Act in 1980, we have 
issued several reports on the freight railroad industry.' These reports 
described the significant changes that have taken place in the railroad 
industry and reported that rates have generally decreased, but shippers 
and others have found the rate relief process long, complex, and 
expensive. 

Policymakers continue to believe that the federal government should 
provide a viable process to protect shippers against unreasonably high 
rates, as well as address competition issues, while still balancing the 
interests of both railroads and shippers. Over tire past 10 years, significant 
consolidation has taken place in the freight railroad industiy, while 
railroads — particularly Class I railroads" — have seen their productivity 
and financial health improve. Railroad officials worry that any attempt to 


'See the list of related GAO products at the end of this report. 

"As of 2004, a Glass I railroad is any railroad with operating revenue above $277.7 million. 
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increase economic regulation will reduce carriers’ ability to earn sufficient 
revenues and limit future infrastructure investment. At the same time, a 
number of academic and government studies are predicting a significant 
increase in the demand for freight rail over the next 10 to 15 years. In light 
of these concerns, we reviewed 

• the changes that have occurred in the freight railroad industry since the 
enactment, of the Staggers Rail Act, including changes in rail rates and 
competition in the industry; 

• the actions STB has taken to address concerns about competition and 
captivity and any alternative approaches tit at could be considered to 
address remaining concerns; and 

• the projections for freight traffic demand over the next 15 to 25 years, the 
freight railroad industry’s projected ability to meet that demand, and 
potential federal policy responses. 

To fulfill our objectives, we examined STB’s Carload Waybill Sample from 
1985 through 2004 (the latest data available at the time of our review).* 
This database includes information on rail rates, tonnage, federal 
regulation, and other statistics but disguises some revenues to avoid 
disclosing confidential business information to the public. We obtained a 
version of the Carload Waybill Sample that did not disguise revenues. We 
held an expert panel consisting of 11 individuals with expertise in the 
freight railroad industry and the economics of transportation deregulation. 
Those individuals are listed in appendix I. We also interviewed, and 
reviewed information from, representatives of each Class I railroad in 
North America, shipper groups, economists, and experts in the rail 
industry. In addition, we reviewed pending legislation, transportation 
planning literature, and forecasts of future freight rail demand and 
capacity, including syntheses of such forecasts; and interviewed federal 
and state transportation officials, financial market analysts, national 
association representatives, and transportation experts. We determined 
that the data used in this report were sufficiently reliable for the purpose 
of our review. We conducted our review from June 2005 to August 2006 in 
accordance with generally accepted government auditing standards. 
Details of our objectives, scope, and methodology appear in appendix II. 


'The CaHoad Waybill Sample is a sample of railroad waybills (in general, documents 
prepared from bills of lading that authorize railroads to move shipments and collect, freight 
charges); 11 le sample contains information on rail rales. 
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Results ill Brief The c ^ an ^ es that have occurred in the railroad industry since the 

enactment, of the Staggers Rail Act are widely viewed as positive, since the 
financial health of the industry has improved and most rates have declined 
since 1985. However, concerns about competition and captivity in the 
industry remain. The freight railroad industry’s financial health improved 
substantially as railroads cut costs through productivity improvements; 
streamlined and right-sized their rail networks; implemented new r 
technologies; and expanded business into new markets, such as the 
intermodal market. 1 Between 1985 and 2000, rail rates generally declined, 
but then increased slightly from 2001 through 2004.'' Although rates have 
declined since 1985, they have not done so uniformly, and rates for some 
commodities are significantly higher than rates for others. Several factors 
could have contributed to recent rate increases, including broad changes 
in the domestic and world economy, the emergence of a capacity- 
constrained environment in which demand exceeds supply, and 
consolidation in the 1990s in the industry leading to changes in 
competition. Other costs, such as fuel surcharges, have also shifted to 
shippers, and STB has not clearly tracked the revenues the railroads have 
raised from some of these charges. Some concerns about competition and 
captivity in the industry remain because traffic is concentrated in fewer 
railroads. It is difficult to determine precisely how many shippers are 
captive because available proxy measures can overstate or understate 
captivity. In addition, STB does not accurately collect railroad revenue 
data. Nevertheless, our analysis of available measures indicates that the 
extent of captivity appears to be dropping, but the percentage of industry 
traffic traveling at rates substantially over the statutory threshold for rate 
relief has increased. For example, the amount of traffic traveling at rates 
over 300 percent of the railroad’s variable cost increased from 4 percent in 
1985 to 6 percent in 2004. Furthermore, some areas with access to one 
Class I railroad have higher percentages of traffic traveling at rates that 
exceed tire statutory threshold for rate relief. These findings may reflect 
reasonable economic practices by the railroads in an environment of 
excess demand, or they may indicate a possible abuse of market power. 
We are recommending that STB conduct a rigorous analysis of the state of 
competition nationwide and, where appropriate, consider the range of 


The intermodal market consists of containers and trailers that can he carried on ships, 
(rucks, or rail. 

'While rate data are not available for 2005 and 2006, shippers, railroads, and financial 
analysts with whom we spoke told us that, rates have generally increased during those 
years. 
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actions available to address problems associated with the potential abuse 
of market power. In addition, we are recommending that STB review its 
method of data collection to ensure consistent and accurate reporting of 
railroad revenues, including fuel surcharges. 

STB has taken a number of actions to improve the rate relief process and 
assess competition, but further actions could help address remaining 
competition and captivity concerns. The Staggers Rail Act and the ICC 
Termination Act encouraged competition as the preferred method to 
protect shippers from unreasonable rates and granted STB broad 
legislative authority to monitor the performance of the railroad industry. 
Under this authority, STB established both a standard and a simplified rate 
relief process so that captive shippers could obtain relief from 
unreasonable rates. However, these processes have proven to be largely 
inaccessible because the standard process is expensive, time consuming, 
and complex, and the simplified process has not been used. During our 
review, STB took steps to refine its processes, including issuing a 
proposed rule making to clarify eligibility for the simplified process. 
Ultimately, our analysis suggests a reasonable possibility that shippers in 
selected markets may be paying excessive rates, and an assessment of 
competition would determine if this situation reflects reasonable 
economic practices by the railroads in an environment of excess demand 
or an abuse of market power. This assessment could also provide further 
information about the extent of captivity and the merits of proposed 
approaches to enhance the competitive options available to shippers. 
These approaches — such as providing trackage rights to allow a railroad 
to run on another railroad’s track for a fee — have been suggested by 
shipper groups, economists, and others. Each of these, approaches has 
costs and benefits and should be carefully considered to ensure that the 
approach is designed to achieve the balance set out in the Staggers Rail 
Act, including consideration of the revenue adequacy of the railroads. 
However, not all markets may have the demand needed to support 
competition among railroads, and so some areas where shippers are 
captive are likely to persist. In this regard, there are also a number of 
proposals to make the rate relief process more accessible, such as the 
increased use of arbitration to settle disputes, and each of these proposals 
has advantages and drawbacks. 

Significant increases in freight traffic over the next 10 to 15 years are 
forecasted, and the railroad industry’s ability to meet future demand is 
largely uncertain. Investments in rail projects can produce benefits for the 
public — for example, shifting truck freight traffic to railroads can reduce 
highway congestion. To obtain such benefits, governments have 
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increasingly been participating in freight rail improvement projects. For 
example, Missouri state and local governments supported two major rail- 
bridge projects to reduce delays in Kansas City. At the federal level. 
Congress, in 2005, provided $100 million for rail infrastructure 
improvements in the Chicago area. In the years ahead. Congress is likely to 
receive further requests for funding and face additional decisions about 
potential federal policy responses and the federal role in the nation's 
freight railroad infrastructure. Such policy responses need to recognize 
that the freight transportation system encompasses many modes that are 
treated differently by the federal government and are on systems owned, 
funded, and operated by both the public and private sectors. Furthermore, 
the freight transportation system functions in a competitive marketplace, 
and the federal fiscal funding environment is highly constrained. As a 
result, policy and decision makers are challenged to ensure that federal 
involvement is consistent with competition in the freight marketplace and 
that federal funding decisions reflect widespread public priorities. In 
developing a draft National Freight Policy, the Department of 
Transportation (DOT) has made a good start by providing a context for 
decisions about how to apply a more strategic, systemwide approach, in 
general, and how to craft a federal policy response to freight rail 
investment needs in particular. We are recommending that DOT, as it 
continues to draft a National Freight Policy, consider strategies to sustain 
the role of competitive market forces by creating a level playing field for 
all freight modes and recognize the highly constrained federal fiscal 
environment by developing mechanisms to assess and maximize public 
benefits from federally financed freight transportation investments. 

We provided a draft of this report to DOT and STB. In oral comments, DOT 
took no position on our recommendation related to the National Freight 
Policy. In written comments, STB stated that it has already responded to 
our recommendation on its method of data collection through a proposed 
rule making on collecting fuel surcharge data. While we commend STB for 
its proposed rule making, STB has not yet implemented this change, and 
other revenues may still not be accurately tracked. STB also disagreed 
with our recommendation to conduct a rigorous analysis of competitive 
markets to identify the state of competition nationwide, inquire into 
pricing practices in specific markets, and consider appropriate actions 
available to address problems associated with the potential abuse of 
market power. STB commented that this recommendation was based on 
inconclusive findings and w r ould divert resources away from current 
initiatives. We disagree that our recommendation was based on 
inconclusive findings. Our analysis of multiple sources suggests a 
reasonable possibility that shippers in some markets may be paying 
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excessive rates. We believe that such a possibility merits further inquiry 
and analysis. We recognize that STB has limited resources and modified 
our draft to recommend that STB request additional resources from 
Congress if it determines that it needs more resources to conduct an 
analysis of competition. STB also stated that it has several rule makings 
under way that are designed to improve the rate relief process and would 
address many of our concerns. STB stated that it. would be far more 
practical for STB to finish these reforms to ensure that captive shippers 
have an effective forum to seek rate relief. While we commend STB for 
recognizing and taking action to address problems with the rate relief 
process, we believe action beyond improvements to the rate relief process 
is needed. In particular, these STB rule makings are designed to improve 
processes available to shippers after they have been charged a rate they 
consider to be unreasonable. In contrast, we believe that an analysis of the 
state of competition and the possible abuse of market power, along with 
the range of options STB has to address competition issues, could more 
directly further the legislatively defined goal of ensuring effective 
competition among rail carriers. STB’s comments are in appendix III. 


Background 


In the past, the ICC regulated almost all of the rates that railroads charged 
shippers. The Railroad Revitalization and Regulatory Reform Act of 1976 
and the Staggers Rail Act of 1980 greatly increased reliance on competition 
to set rates in the railroad industry. Specifically, these acts allowed 
railroads and shippers to enter into confidential contracts that set rates 
and prohibited ICC from regulating rates where railroads had either 
effective competition or rates negotiated between the railroad and the 
shipper. Furthermore, the ICC Termination Act of 1995 abolished ICC and 
transferred its regulatory functions to STB. Taken together, these acts 
anchor the federal government s role in the freight rail industry by 
establishing numerous goals for regulating the industry, including to 

allow, to the maximum extent possible, competition and demand for 
services to establish reasonable rates for transportation by rail; 

minimize the need for federal regulatory control over the rail 
transportation system and require fair and expeditious regulatory 
decisions when regulation is required; 

promote a safe and efficient rail transportation system by allowing rail 
carriers to earn adequate revenues, as determined by STB; 


l*agc 0 


GAO-07-91 Freight Railroads 




141 


• ensure the development and continuation of a sound rail transportation 
system with effective competition among rail carriers and with other 
modes to meet the needs of the public and the national defense: 

• foster sound economic conditions in transportation and ensure effective 
competition and coordination between rail carriers and other modes: 

• maintain reasonable rates where there is an absence of effective 
competition and where rail rates provide revenues that exceed the amount 
necessary to maintain the rail system and attract capital; 

• prohibit predatory pricing and practices to avoid undue concentrations of 
market, power; and 

• provide for the expeditious handling and resolution of all proceedings. 

While the Staggers Rail and ICC Termination Acts reduced regulation in 
the railroad industry, they maintained STB’s role as the economic 
regulator of the industry. The federal courts have upheld STB’s general 
powers to monitor the rail industry, including its ability to subpoena 
witnesses and records and to depose witnesses. In addition, STB can 
revisit its past decisions if it discovers a material error, or new evidence, 
or if circumstances have substantially changed. 

Two important components of the current regulatory structure for the 
railroad industry are tire concepts of revenue adequacy and demand-based 
differential pricing. Congress established the concept of revenue adequacy 
as an indicator of the financial health of the industry. STB determines the 
revenue adequacy of a railroad by comparing the railroad’s return on 
investment with the industrywide cost of capital. For instance, if a 
railroad's return on investment is greater than the industrywide cost of 
capital, STB determines that railroad to be revenue adequate. Historically, 
ICC and STB have rarely found railroads to be revenue adequate — a result 
that many observers relate to characteristics of the industry’s cost 
structure. Railroads incur large fixed costs to build and operate networks 
that jointly serve many different shippers. Some fixed costs can be 
attributed to serving particular shippers, and some costs vary with 
particular movements, but. other costs are not attributable to particular 
shippers or movements. Nonetheless, a railroad must recover these costs 
if the railroad is to continue to provide service over the long run. To the 
extent that, railroads have not been revenue adequate, they may not have 
been fully recovering these costs. 
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The Staggers Rail Act recognized the need for railroads to use demand- 
based differential pricing to promote a healthy rail industry and enable it 
to raise sufficient revenues to operate, maintain and, if necessary, expand 
the system in a deregulated environment. Demand-based differential 
pricing, in theory, permits a railroad to recover its joint and common 
costs — those costs that exist no matter how many shipments are 
transported, such as the cost of maintaining track — across its entire 
traffic base by setting higher rates for traffic with fewer transportation 
alternatives than for traffic with more alternatives. Differential pricing 
recognizes that some customers may use rail if rates are low — and have 
other options if rail rates are too high or service is poor. Therefore, rail 
rates on these shipments generally cover the directly attributable 
(variable) costs, plus a relatively low contribution to fixed costs. In 
contrast, customers with little or no practical alternative to rail — "captive” 
shippers — generally pay a much larger portion of fixed costs. Moreover, 
even though a railroad might incur similar incremental costs while 
providing service to two different shippers that move similar volumes in 
similar car types traveling over similar distances, the railroad might charge 
the shippers different rates. Furthermore, if the railroad is able to offer 
lower rates to the shipper with more transportation alternatives, that 
shipper still pays some of the joint and common costs. By paying even a 
small part of total fixed cost, competitive traffic reduces the share of those 
costs that captive shippers would have to pay if the competitive traffic 
switched to truck or some other alternative. Consequently, while the 
shipper with fewer alternatives makes a greater contribution toward the 
railroad’s joint and common costs, the contribution is less than if the 
shipper with more alternatives did not ship via rail. 

The Staggers Rail Act further requires that the railroads' need to obtain 
adequate revenues to be balanced with the rights of shippers to be free 
from, and to seek redress from, unreasonable rates. Railroads incur 
variable costs — that is, the costs of moving particular shipments — in 
providing service. The Staggers Rail Act stated that any rate that was 
found to be below 7 180 percent of a railroad's variable cost for a particular 
shipment could not be challenged as unreasonable and authorized ICC, 
and later STB, to establish a rate relief process for shippers to challenge 
the reasonableness of a rate. STB may consider the reasonableness of a 
rate only if it finds that the carrier has market dominance over the traffic 
at issue — that is, if (1) the railroad’s revenue is equal to or above 180 
percent of the railroad’s variable cost (R/VC) and (2) the railroad does not 
face effective competition from other rail carriers or other modes of 
transportation. 
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Railroad Industry 
Increasingly Healthy 
and Rates Generally 
Down Since 
Enactment of the 
Staggers Rail Act, but 
Concerns about 
Competition and 
Captivity Remain 


The changes that have occurred in the railroad industry since the 
enactment, of the Staggers Rail Act are widely viewed as positive. The 
railroad industry’s financial health improved substantially as it cut costs, 
boosted productivity, and right-sized its networks. Rail rates generally 
declined between 1985 and 2000 but increased slightly from 2001 through 
2004. Likewise, rail rates have declined since 1985 for certain commodity 
groups and routes despite some increases since 2001, but rates have not 
declined uniformly, and some commodities are paying significantly higher 
rates than others. For example, from 1985 through 2004, coal rates 
declined 35 percent while grain rates increased 9 percent. 6 Concerns about 
competition and captivity in the industry remain because traffic is 
concentrated in fewer railroads. It is difficult to determine precisely how 
many shippers are captive to one railroad. Nevertheless, our analysis 
indicates that the extent of potential captivity appears to be dropping, but 
that the percentage of all industiy traffic running at rates substantially 
over the statutory threshold for rate relief — traffic traveling at rate9 over 
180 percent R/VC — has increased. Furthermore, some areas with access to 
only one Class I railroad have higher percentages of traffic traveling at 
rates that exceed the statutory threshold for rate relief. This situation may 
reflect reasonable economic practices by the railroads in an environment 
of excess demand, or it may represent an abuse of market power. 


Railroad Industry’s 
Financial Health Has 
Improved Substantially 


There is widespread consensus that the freight rail industry has benefited 
from the Staggers Rail Act. Ten of the 1 1 members of our expert panel 
believed that the Staggers Rail Act has had a strongly positive overall 
effect on freight railroad companies, while 8 believed the. Staggers Rail Act 
had a strongly positive effect on shipping companies. In addition, various 
measures indicate an increasingly strong freight railroad industry. Freight 
railroads’ improved financial health is illustrated by a general increase in 
return on investment since 1980, as shown in figure l. 7 Freight railroads 
have also cut costs by streamlining their workforces; right-sizing their rail 


"All of our rale changes — increases and decreases — are presented in nominal lerms. 

Return on investment, measures the profit, made on assets used to provide transportation 
services. Return on investment, is based on STBs methodology tor determining revenue 
adequacy. 
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networks; and reducing track miles, equipment, and facilities to more 
closely match demand. 8 


Figure 1: Railroads' Tax-Adjusted Return on Investment, 1980-2004 



Freight, railroads have also expanded their business into new markets — 
such as the intermodal market — and implemented new technologies, 
including larger cars, and are currently developing new scheduling and 
train control systems. Some observers believe that the competition faced 
by railroads from other modes of transportation has created incentives for 
innovative practices, and that the ability to enter into confidential 
contracts with shippers has permitted railroads to make specific 
investments and to develop service arrangements tailored to the 
requirements of different shippers." 


’“Clifford Wins U>n, Deregulation of Network- Industries - Whal’s Next? (Washington: AEI- 
Brookings Joint Center for Regulatory Studies: 2000), pp. 43-44. 

Gallamore, pp. 511-515. 
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Freight rail is an important component of our nation’s economy. 
Approximately 42 percent of all intercity freight in the United States, 
measured in ton-miles, 10 moves on rail lines. Freight rail is particularly 
important to producers and users of certain commodities. For example, 
about 70 percent of automobiles manufactured domestically and about 70 
percent of coal delivered to power plants moves on freight rail. 


Industrywide Rates 
Declined from 1985 
through 2000 and Rose 
Slightly from 2001 through 
2004 


Rail rates across the freight railroad industry have generally declined since 
the enactment of the Staggers Rail Act. Because changes in traffic patterns 
over time (for example, hauls over longer distances) can result in a 
decrease in the average revenue per ton-mile, purely relying on cents per 
ton-mile can present misleading industrywide rate trends. Therefore, we 
developed a set of rail rate indexes 11 to examine trends in rail rates over 
the 1985 through 2004 period. These indexes account for changes in traffic 
patterns over time that could affect revenue statistics but do not account 
for inflation. To provide a measure for inflation, we also included the price 
index for the gross domestic product (GDP) in figure 2. 


From 1985 through 1987, rail rates dropped by 10 percent and then 
continued to decline, although not as steeply, through 1998. Rates 
increased in 1999, then dropped again in 2000. In 2001 and 2002 rates rose 
again. Rates w'ere nearly flat in 2003 and 2004, finishing approximately 3 
percent above rates in 2000, but were 20 percent below 1985 rates (These 
trends are shown in figure 2). While our rail rate index does not reflect the 
general effects of inflation, the continuous increases in the GDP price 
index over this period indicate that real rates decreased by more than 20 


I0 A ton-mile is a standard industry measure that represents 1 ton of freight transported 1 
mile. 

1 'We constructed rale indexes to examine trends in rail rales over Ihe 1985 to 2001 period. 
These indexes define traffic patterns for a given commodity in terms of census region to 
census region flows of that, commodity, and we calculated the average revenue per ton-mile 
tor each of these traffic flows. The index is calculated as the weighted average of these 
traffic flows in each year, expressed as a percentage of the value for 1985, where the 
weights reflect llie traffic patterns in 2004. By fixing Qie weights as of one period of time, 
we attempted to measure pure price changes rather than calculating the average revenue 
per ton-mile in each year. Over lime, changes in traffic patterns could result in a 
substitution of lower priced traffic tor higher priced traffic, or vice versa, so that a decrease 
in average revenue per ton-mile might partly reflect lliis change in traffic patterns. The rate 
index for the overall industry was defined similarly, except that the traffic pattern bundle 
was defined in terms of broad commodity, census region of origin, and mileage block 
categories. For comparison purposes, we also present the price index tor gross domestic 
product over lliis period. 
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percent from 1985 through 2004. Rate data are not available for 2005 and 
2006, but shippers, railroad officials, and financial analysts with whom we 
spoke told us that rates have generally increased during those years. 
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For Many Commodities 
and Particular Routes, 
Rates Have Also Declined 
Since 1085, but Declines 
Are Not Uniform 


Similar to industrywide changes in rail rates, die rates for many 
commodities have declined since 1985 and have recently increased In 
2004, four commodities each made up 5 percent or more of freight railroad 
revenue — grain, coal, motor vehicles, and miscellaneous mixed shipments. 
In both the 1085 through 1988 and the 1890 through 1999 intervals, the 
rates for most of these commodities declined, while in 2000 through 2004, 
rhe rates increased for two commodities and decreased for two (see fig. 3). 


Figure 3: Commodity Rote Changes, 1985-1989. 1990-1999. and 2000-2004 
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Although many rates have decreased, rates have not declined uniformly, 
and rams for some commodities are significantly higher than for others 
Figure 4 compares commodity rates for coal, grain, miscellaneous mixed 
shipments, and motor vehicles from 1985 through 2004 using our roil rate 
index. Over die 20-year period most rates declined, with coal rates 
dropping the most sharply by 35 percent. Miscellaneous mixed shipments 
and motor vehicle rotes also declined, although to a lessor extent than coal 
rates. Grabi rates initially declined from 1985 through 1987, but then 
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diverged from tl»e other commodity trends and increased, resulting in a 
net 9 percent increase by- 2004. 


Figure 4: Rate Changes for Coal, Grain. Miscellaneous Mixed Shipments, and Motor 
Vehicles. 1985-2004 
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We examined rate changes for commodities traveling along hundreds of 
particular mules find found that. Lite rates on a majority of the routes we 
analyzed decreased from 2000 through 2004. Figure 5 shows that from 
2000 through 2004 rail rates decreased on about 56 percent of the routes in 
oui* analysis' 7 (334 of 004 roules) More speciOcaliy, the rates for most 
long-distance (over 1,000 miles) and medium-distance (501 to 1,000 miles) 
routes decreased. In one distance category, short-distance routes (up to 
500 miles), there were more routes with increases (103) than decreases 
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(94), from 2000 through 200*1 While figure -3 shows that, for the long- 
distance routes we examined, the number of routes with rote decreases 
was nearly twice the number of routes with rate increases Many of the 
largest rate increases were on long-distance routes carrying miscellaneous 
mixed shipments — which Include intermodnl goods — that originated in the 
Lofi Angeles-Long Beach-Riverside, California, economic area and 
terminated at various destinations across the country. Several shipper 
groups reported that many rate Increases occurred after 2004: however, 
data are not available for 2005 and 2000 


Figure S: Rail Rate Increases and Decreases across 604 Routos, and lor Long-, 
Medium*, and Short-distance Routes, 2000 through 2004 
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Many Factors May Have 
Contributed to Recent 
Rate Increases 


Several factors could have contributed to recent rate increases. Ongoing 
industry and economic changes hove influenced how railroads have set 
their rates. Since the Staggers Rail Act was enacted die railroad industry 
and the economic environment in which it operates have changed 
considerably. After years of reducing the size of its workforce and 
shedding track capacity, the industry is increasingly operating u» a 
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capacity-constrained environment in which the demand for its services 
exceeds its capacity in some areas. In addition, the industry has more 
recently increased employment and invested in increased capacity in key 
traffic corridors. Additionally, changes in broader domestic and world 
economic conditions have led to changes in the mix and profitability of 
traffic carried by railroads. For example, railroads have developed high- 
volume traffic, by shipping import, and export containers, leading them to 
price these shipments differently. According to DOT officials, some 
shippers — such as those in the automobile and chemical industries — may 
pay higher rates in order to secure higher quality service or due to liability 
issues. Lastly, the rail industry has continued to consolidate, potentially 
increasing the market power of the largest railroads. Our analysis included 
rate data through 2004, w and according to freight railroad officials, 
shippers, and financial analysts, since 2004, rates have continued to 
increase as the demand for freight rail service has increased, and rail 
capacity has not kept pace with demand. 


Other Costs Have Shifted 
to Shippers, and Some 
Charges Are Not 
Accurately Tracked 


While rates have generally decreased since 1985, other costs have been 
passed on to shippers, some of which STB has not accurately tracked. 
Several shippers with whom w r e spoke agreed that rates have dropped 
over the long-term, but they also said that rates do not reflect the total cost 
of shipping by rail. According to some shippers, costs have shifted from 
the railroads to shipping companies, including the costs of railcar 
ownership. Figure 6 show r s that tons carried by railcar ownership has 
shifted nearly 20 percent since 1985, indicating less tonnage shipped on 
railcars owmed by freight railroad companies. 


'^According to STB officials, the 2006 waybill data will become available in Fall 2006. 
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Figure 6: Tonnage Carriod by Railcar Ownership, 1987-2004 
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Besides rales, other costs that shippers reported were Infrastructure 
upgrade costs, fuel surcharges, 1 and congestion fees Conversely, one 
Class I railroad told us that some rates in the Carload Waybill Snmjde do 
not account for rebates or incentives that may change the actual rate paid 
by the shipper. We are unable to report on the full extent of all costs 
because STB has not accurately tracked the railroad revenues associated 
with some of these charges. For example, freight railroad companies do 
not consistently report revenues raised from fuel surcharges for use in the 
( Tt Hiatal Waybill Sum fie, Some railroads report fuel surcharges as part of 
their genera! revenues, while others categorize the surcharges separately 
under a miscellaneous revenue category, and still other railroads may not 
report revenue collected from fuel surcharges at all. Shippers have 
expressed deep concerns over how fuel surcharges relate to actual fuel 
costs. Other railroad revenues, such 3s those generated at railcar 
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auctions ’ and through congestion fees, may not be included in the waybill 
sample either. Understanding what railroads do and do not report as 
miscellaneous revenue in the waybill sample may be of increasing 
importance because hie) surcharges have become more prevalent, and 
railroad revenue reported as miscellaneous revenue has substantially risen 
in recent years. From 2000 through 2004, the miscellaneous revenue 
reported in the waybill sample has more than quadrupled in value, from 
$141 million to $614 million (see fie 7). Although do increase in value, 

$614 million still represents less titan 1.5 percent of die approximately $42 
billion in freight railroad revenue reported for 2004. Since 2004, 
miscellaneous revenue may have further increased os railroad and shipper 
groups with whom we spoke said that many fuel surcharge increases took 
effect in 2005. During our review. STB proposed to more closely track and 
otherwise monitor revenues associated with fuel surcharges. 


Figure 7 Miscellaneous Revenue Tracked in Carload Waybill Sample, 2000-2004 
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Competition and Captivity Concerns about competition and captivity in the railroad industry remain 
Concerns Remain because traffic is concentrated in fewer railroads, although there is 

disagreement on the state of competition in the industry. It is difficult to 
determine the number of captive shippers, because proxy measures can 
overstate or understate captivity, but our analysis of available measures 
indicates that the extent of captivity is dropping. At the same time, die 
percentage of all industry traffic running substantially over the statutory 
threshold for rate relief has increased from about 4 percent of tonnage in 
1985 to about 6 percent of tonnage in 2004. Furthermore, some economic 
areas with access to one Class I railroad have higher percentages of traffic 
traveling at rates that exceed the statutory threshold for rate relief. 

The Freight Railroad Industry During the past 30 years, the freight railroad industry has become more 
Has Become More concentrated. In 1976, there were 30 independent Class I railroad systems, 

Concentrated consisting of 63 Class I railroads operating in the United States. Currently 

there are seven railroad systems, consisting of seven Class I railroads. 
Nearly half of that reduction was attributable to consolidations. “ The 
railroad industry is dominated by four Class I railroads — two iu the East 
and two in the West. As figure 8 shows, die market share of these four 
Class I railroads has been increasing and accouuted for over 89 percent of 
the industry’s revenues in 2004. 


"Other reasons for the reduction in the number of Class T railroads include carrier 
bankruptcies and a series of changes in the threshold for qualifying as a Class I railroad 
(from $5 million in aimual revenue in 1976 to $250 million in 1992). 
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Figure 8: Percentage of Railroad Market Represented by Four Largest Class I 
Railroads, 1985-2004 
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There is significant disagreement on t he stal e or competition In Lite rail 
industry and on whether or not federal regulation — resulting from 
legislation such as the Staggers Rail Act— has ensured effective 
competition among railroads. This disagreement was represented on our 
panel of 11 experts, 6 of whom indicated that rail-torail competition has- 
been achieved (either “greatly 1 * or “somewhat") and 4 of whom maintained 
that effective competition had not been achieved.” One member of our 
panel viewed less competition among rail carriers as a negative 
development because it can result in less efficient railroad companies and 
few er options for shipping companies. Another member of our panel said 
that Industry consolidation was essential to achieving an efficient and 
complete rail network under fewer, but ultimately stronger, railroad 
companies. Other experts also pointed to the hundreds of short-line 
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railroads'* that have come into being since the enactment of the Staggers 
Rail Act, as well as increases in other competitive options for shippers 
from other modes such as trucks and barges. 

A reduction in competitive options can have a significant impact on the 
rates railroads charge shippers. There are a variety of contexts that affect 
how railroads compete with each other and with other modes, such as 
when route origins and destinations can both be reached by more than one 
railroad, or by multiple modes of transportation. 11 ' Comparing two routes 
for shipping the same commodity, but using a different number of rail 
carriers, can illustrate this effect. Figure 9 shows two long-distance grain 
routes that both terminate in the Portland. Oregon, economic area from 
different origin points. Both routes carry comparable tonnage, but the 
route originating in the economic area in and around Sioux Falls. South 
Dakota, is served by two Class I railroads, whereas the route from the 
Minot, North Dakota, economic area is served by one Class I railroad. The 
rates for the Minot route are roughly double the rates for the Sioux Falls 
route. 


A short-line railroad Is an independent railroad company Quit operates over a short 
distance. 

' Winston, pp. 54-57. 
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Figure 9: Comparison ol Rates Charged on Long-distance Grain Routes. 1997-2004 
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The ability to build out to another railroad can also create competition and 
improve railroad rates Tor some shippers. For example, following a build- 
out,® a shipper gained access to a second railroad at an origin point flint 
had previously been served by one Class I railroad.- Figure 1(1 shows that 
within a few years after the introduction of service by the second railroad 
the rates had dropped significantly. Because even a short segment build- 
out am be quite costly, shippers are unlikely to pursue build-out options 
without a substantial traffic base Some experts with whom we spoke said 
that situations like the one depicted in figure 9 reflect the reality of 
differential pricing in the freight railroad industry, or they suggest dial 
other factors such as differences in the length of two different routes may 
be the cause of rate discrepancies Others believe that a significant rate 
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decrease after the introduction of competition is evidence that railroads 
are extracting monopoly rates from captive shippers. 


Figure 10: Rate Changes after the Introduction of a Second Carrier 
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While competition between rail carriers is particularly important in some 
cases, in other cases, competition between rail and other transportation 
modes, such as trucks and barges, may be more important. Particularly for 
bulk commodities (i.e., grain), when shipper locations can be served by 
barge transportation, rail rates will be lower relative to rail costs than on 
routes that are not conducive to barge competition. Figure 11 depicts costs 
and revenues for two routes, one (from the Champaign, Illinois economic 
area to the New Orleans, Louisiana economic area) with rail and barge 
options, and the other (from the Champaign, Illinois economic area to die 
Atlanta, Georgia economic area) with just a rail option. Although both 
routes have the same origin, for shipping the same commodity over a 
comparable distance, the route with the barge option has consistently 
lower rates than the route with just rail service. 
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Figure- 11: Comparison ol Rate Changes from Champaign. Illinois, Economic Area 
to New Orleans, Louisiana. Economic Area and Champaign. Illinois. Economic Area 
lo Atlanta. Georgia. Economic Area. 1990-2004 
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Besides the number of rail carriers serving a location, Hie use of contracts 
for rail service can affect the competitive landscape. The Staggers Rail Act 
allowed railroad and shipping companies to enter into confidential 
contracts for rail service and also placed all traffic running under contract 
outside the remaining rote regulations. According to railroad and shipper 
groups, the duration of contracts has declined, in part because of the 
railroads’ desire to quickly react to shifting market demand, which can 
result In charging higher rates Other shippers were concerned that 
moving away from confidential contracts to public pricing could represent 
price signaling and further reduce competition between railroads. In 2004, 
70 percent of tonnage and 71 percent of Industry revenue moved under 
contract 
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Captive Shippers Are 
Difficult to Identify, but 
Available Measures 
Indicate Captivity 
Dropping in the Railroad 
Industry 


It is difficult to determine precisely how many shippers are “captive” to 
one railroad because the proxy measures that, provide the best indication 
can overstate or understate captivity. 28 One w r ay of determining potential 
captivity is to identify which Bureau of Economic Analysis (BEA) 
economic areas were served by only one Class I railroad. 2 ” In 2004. 27 of 
tire 177 BEA economic areas were served by only one Class I railroad. 54 As 
shown in figure 12, these areas include parts of Montana, North Dakota, 
New Mexico, Maine, and smaller areas in several states. 


‘“Jerry Ellig. “Railroad Deregulation and Consumer Welfare, " Journal- of Regulatory 
Economies (The Netherlands: Klowcr Academic Publishers: 2002), p. 156. 

‘"Economic areas are those areas defined by BEA, wliicli defines the relevant regional 
economic markets in the United Stales. 

JV The number of carriers serving a given location is not indicated in the Carload Waybill 
Sample. We obtained (lus additional information from DOT. 
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Figure 12: Number of Class I Railroads Serving Economic Areas. 2004 
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Another way of looking at potential captivity Is to calculate how much 
route tonnage originating in a given economic area has access to only one 
Class 1 railroad. Figure 13 shows the percentage in 2004 of all industry 
tonnage originating in economic areas with access to only one Class 1 
railroad. In particular, economic areas with more than 75 percent of 
tonnage shipped on one railroad appear most prevalent in slates such as 
Montana. Idaho, North Dakota, and Texas. Tonnage originating in these 
economic areas varies widely, from a little over 55,000 tons to over 36 
million tons. 




tiAO 07 !M I'rruht Knlln.atb. 







161 


Figura 13: Percentage of All Industry Tonnage Originating in Economic with Access to One Class I Railroad, 2004 
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According lo our analysis of available measures, the overall extent of 
captivity appeal's to be chopping in the freight railroad industry. We 
examined tonnage, revenue, and access statistics for all routes— 
originating and terminating in economic areas — captured in the CnrUnid 
Waybill Sample and other DOT data In 2004, origin and destination routes 
with access to only one Class I railroad carried 12 percent of Industry 
revenue and 10 percent of industry tonnage, which represents a decline 
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from 1994, when 22 percent of industry revenue and 21 percent of industry 
tonnage moved on routes served by one Class I railroad (see table l). 36 


Table 1 : Changes in Percentage of Industry Revenue and Tonnage on Origin and 
Destination Routes with Access to One Class I Railroad 


Year Percentage of revenue Percentage of tonnage 

1994 22.87 20.59 

2004 1229 10.43 

Source: GAO analysis ol BEA. DOT. and STB data 

This decline suggests that more railroad traffic is traveling on routes with 
access to more than one Class I railroad. While overall industry tonnage 
with access to more than one Class I railroad appears to have increased, 
some economic areas have a higher percentage of all industry traffic 
tonnage shipping on one Class I railroad. From 1994 through 2004, parts of 
states such as Texas, Tennessee, and Montana experienced increases of 25 
percent or more in tonnage with access to one Class I railroad while parts 
of other states such as Oregon, New York, and Florida saw their 
percentages of tonnage with access to one Class I railroad drop by more 
than 25 percent (see fig. 14). 


'"For our analysis of access to one: or more: Class I railroads, we examined data for 1991 
and 2004, (he earliest and latest years for which such data were available. 
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Figure 14: Changes in Percentage of All Industry Traflic Tonnage with Access to One Class I Railroad Originating in 
Economic Areas. 1994 through 2004 
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While examining BEA areas provides a proxy measure for captivity, a 
number of factors may understate or overstate whether shippers are 
actually captive. The first three factors may work to understate the extent 
of captivity among shippers First, routes originating within economic 
areas served by multiple Class I railroads may still be captive if only one 
Class 1 railroad serves their destination, and a shipper must use that one 
railroad for that particular route. Second, some BEA areas are quite large 
so a shipper within the area may have access to only one railroad, even 
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though there are two or more railroads within the broader area. Third, an 
origin may only be served by one Class I railroad, but one Class I railroad 
does not serve the entire route, meaning the route may be partially captive, 
although more than one Class I railroad provides service between its 
origin and destination. Two additional limitations may work to overstate 
the number of locations captive to one railroad. First, this analysis 
accounts for Class I railroads only and does not account for competitive 
rail options that might be offered by Class II or III railroads 2 " such as the 
Guilford Rail System, which operates in northern New England. Second, 
this analysis considers only competition among rail carriers and does not 
examine competitive options offered by rail and other transportation 
alternatives such as trucks and barges. 


Amount of Potentially 
Captive Traffic Traveling at 
Rates at Levels 
Substantially above the 
Threshold for Rate Relief 
Has Increased 


To determine potential captivity, we applied another measure — traffic 
traveling at rates equal to or greater than 180 percent R/VC. which is part, 
of the statutory threshold for bringing a rate relief case before STB. STB 
regards traffic at or above this threshold as “potentially captive.” As with 
BEA areas, examining R/VC levels as a proxy measure for captivity can 
also understate or overstate captivity. For example, it is possible for the 
R/VC ratio to increase while the rate paid by a shipper is declining. 

Assume that in Year 1, a shipper is paying a rate of $20 and the railroad’s 
variable cost is $12; the R/VC ratio — a division of the rate and the variable 
cost — would be 167 percent. If in Year 2, the variable costs decline by $2 
from $12 to $10 and the railroad passes this cost savings directly on to the 
shipper in the form of a reduced rate, the shipper would pay $18 instead of 
$20. However, as shown in table 2, because both revenue and variable cost 
decline, the R/VC ratio increases to 180 percent. 


Table 2: Possible Changes in 

R/VC Ratios 



Year 

Revenue 

collected 

Variable 

costs 

R/VC 

Year 1 

$20.00 

$12.00 

1 67% 

Year 2 

$18.00 

$10.00 

1 80% 

Source: GAO. 





‘"STB classifies railroads according to operating revenues. Glass TT railroads had revenues 
of 420 niilliou to -4250 mi I lion, ami class III railroads had revenues of less than -420 million 
in 1991 dollars. 
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Since 1985. and as a percentage of all traffic, die amount of potentially 
captive traffic trawling at rates over 180 percent RA'C and the revenue 
generated from that traffic have both declined. Revenue generated from 
traffic traveling 3t rates over 180 percent fi/VC decreased from 11 percent 
of all industry revenue in 1980 to 29 percent in 2004 (.see fig 15). 


Figure 15: Percentage of Industry Tonnage and Revenue Generated trom Traffic 
Traveling at Rates Equal to or Greater Than 180 Percent R/VC. 1985-2004 
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However, since 1985, tonnage from traffic traveling at rates substantially 
over die threshold for rate relief lias Increased. Total industry tonnage has 
increased significantly (from 1.37 billion tons in 198*5 to 2.14 billion tons In 
2004), with fhe tonnage traveling at rates above 300 percent RAT' more 
than doubling — trom about 53 million tons in 1985 to over 130 million tons 
in 2001 (see fig. 16), 
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As a percentage of all industry traffic, traffic traveling at rates between ISO 
ami 300 percent R/VC decreased from 30 percent in 1985 to 215 percent In 
2004. In contrast, the percentage of all industry traffic traveling at rates 
above 300 percent RAT increased front 4 percent in 1985 to 6 percent in 
2004 (see fig. IT). 
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Increases In traffic traveling at rates over 300 percent RAT appear widely 
distributed throughout the country, although In some areas Increases have 
been higher than in others. Four economic areas located in parts of 
Montana, New Mexico, North Dakota, and West Virginia had the largest 
increases in traffic traveling at rates over 300 percent RAC, with an 
increase of more than 25 percent from 1985 through 2004 ( see fig, 18). 
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In addition lo national changes, significant increases in traffic traveling at 
rates over .100 percent R/VC can be seen in certain states, for certain 
commodities, and for certain routes. For example, in 19815 virtually no coal 
originating in Ohio traveled at rates over 300 percent RAT In 200*1, nearly 
half of coal traffic originating in Ohio traveled at rates over 300 percent 
RAT. Increases In traffic traveling at rates over 300 percent RAC can also 
be seen at the route level Figure 19 shows the amount of traffic traveling 
at rates over 300 percent RA'C on long-distance grain routes from the 
Minot, North Dakota, and Billings, Montana, economic metis to the 
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Pordand-Vancouver-Beaver Falls. Oregon, economic area. Of the routes 
we examined) these two hod the highest percentage of traffic traveling at 
rates over 300 percent R/VC for 2004, and on both routes, this traffic had 
substantially increased over 1085 levels. 


Figure 19: Long-distance Grain Route Changes in Percentage of Tonnage Traveling 
at Rates over 300 Percent R/VC, 1985-2004 
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For both die Minot and Billings routes, increases In R/VC from 1085 
through 2004 were driven more by increases in revenue than by changes in 
variable cost From 1085 through 2004, revenue from all groin traffic— not 
just traffic traveling at rates above die statutory direshold for rate relief — 
on the Minot. North Dakota, to the Portland-Vanccmver-Beaver Falls. 
Oregon, economic area increased from approximately SI 8.4 million to 
approximately 330.8 million Variable cost increased at a much slower 


•‘Tlyi-ontr.isl. lh«* UviR-dislumv w-iin mule shown Iii Ilif'Hinux Kills, Si mill 

[lukulo, ucorionili! mvn lo lllie I’orltunl. I >n*gnu. Lvimiimii- jinvil had im fniOU- imvcltuK nl 
nUi-soMT '.MKi jit»rctfil R/VC for 2001. 


I'ailc- .IS 


f.AO 07 IM Ihs luli! KAlln.ed. 






170 


pace, rising from approximately $12.2 million to approximately $12.4 
million. For the route from the Billings, Montana, economic area to the 
Portland-Vancouver-Beaver Falls, Oregon, economic area, grain revenue 
more than tripled, from approximately $11.2 million in 1985 to 
approximately $42.7 million in 2004. Variable cost also increased 
substantially — although still not as much as revenue — rising from 
approximately $5.5 million to approximately $15.1 million. 


Some Areas with Access to 
One Railroad Have Higher 
Percentages of Traffic 
Traveling at Rates That 
Exceed the Threshold for 
Rate Relief 


Some economic areas with access to one Class I railroad also have more 
than half of their traffic traveling at. rates that exceed the statutory 
threshold for rate relief. For example, parts of New Mexico and Idaho with 
access to one Class I railroad have more than half of all traffic originating 
in those same areas traveling at rates over 180 percent fbVC (see fig. 20). 
However, there are instances in which an economic area may have access 
to two or more Class I railroads and still have more than 75 percent, of its 
traffic traveling at rates over 180 percent R/VC, as well as other instances 
in which an economic area may have access to one Class I railroad and 
have less than 25 percent of its traffic traveling at. rates over 180 percent. 
R/VC. Yet there are parts of the country with access to one Class I railroad 
that also have higher percentages of traffic traveling at rates over the 
statutory threshold for rate relief. 
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Our analysis shows that some areas of the country with access to only one 
Class 1 railroad have higher levels of traffic traveling at rates over the 
statutory threshold for rate relief. This situation may reflect reasonable 
economic practices by railroads in an environment of excess demand, or it 
may represent an abuse of market power. Our analysis provides an 
important first step in assessing competitive markets nationally, but it is 
imperfect given the inherent limitations of the Cartond Waybill Samite 
and of the proxy measures available for weighing captivity. When 
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combined with comments from participants on our expert panel and 
interviews with shipper and railroad groups, the results of our analysis 
suggest that shippers in selected markets may be paying excessive rates, 
meriting further inquiiy and analysis. 


Despite STB’s 
Actions, Analysis of 
Competitive Markets 
Is Needed to Address 
Lack of Effective 
Relief for Captive 
Shippers 


The Staggers Rail and ICC Termination Acts promoted greater reliance on 
competition as the preferred method to protect shippers from 
unreasonable rates and granted STB broad authority to monitor the 
performance of the railroad industry. STB has taken a number of actions 
to provide protections for captive shippers from unreasonable rates in die 
absence of effective competition, including establishing a process for 
captive shippers to obtain relief from unreasonable rates. Despite STB’s 
actions, there is little effective relief for captive shippers because STB’s 
standard rate relief process is largely inaccessible. While STB continues to 
refine its practices, an assessment of competitive markets would provide 
further information about the extent of captivity among shippers and the 
merits of a range of proposed actions to enhance competitive options 
available to shippers. In addition, changes to the rate relief process could 
provide greater protection from unreasonable rates. 


STB Has Broad Authority 
to Monitor the Railroad 
Industry 


The Staggers Rail and ICC Termination Acts encourage competition as the 
preferred way to protect shippers and to promote the financial health of 
the railroad industry. At the same time, the acts give STB the authority to 

adjudicate rale cases to resolve disputes between captive shippers and 
railroads upon receiving a complaint from a shipper; 


• approve rail transactions, such as mergers, consolidations, acquisitions, 
and trackage rights: 


• prescribe new regulations, such as rules for competitive access and 
merger approvals; and 


inquire into and report on rail industry practices, including obtaining 
information from railroads on its own initiative and holding hearings to 
inquire into areas of concern, such as competition. 


The federal courts have upheld STB’s general powers to monitor the rail 
industry, including its ability to subpoena witnesses and records and 
depose witnesses. 
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STB has the authority and ability to inquire into and report on railroad 
practices, and it also has authority to take a number of actions based on 
the results of that inquiry. First, STB could issue a general rule making that 
would alter the administrative rules for the industry. For example, STB has 
the authority to require a railroad to make their terminal facilities available 
to another railroad under certain circumstances. Second, STB could 
reopen a past decision if it found a material error in the case, new 
evidence emerged, or circumstances affecting the case substantially 
changed. Finally, if STB received a complaint from a shipper, it could then 
launch a formal investigation and prescribe specific remedies to address 
the complaint. 


STB Has Taken Actions to Under its adjudicatoiy authority, STB has taken a number of actions to 
Protect Captive Shippers provide protection for captive shippers. STB determines the 

reasonableness of challenged rates in the absence of competition upon 
receiving a complaint from a shipper. The rate relief process is the 
principal method by which shippers seek relief from unreasonable rates. 
STB developed standard rate case guidelines, under which captive 
shippers can challenge a rail rate and appeal to STB for rate relief. Under 
the standard rate relief process, STB assesses whether the railroad 
dominates the shipper’s transportation market and, if it finds market 
dominance, proceeds with further assessments to determine whether the 
actual rate the railroad charges the shipper is reasonable. STB requires 
that the shipper demonstrate how much an optimally efficient railroad 
would need to charge the shipper and construct a hypothetical, perfectly 
efficient railroad that would replace the shipper’s current carrier. As part 
of the rate relief process, both the railroad and the shipper have the 
opportunity to present their facts and views to STB, as well as to present 
new evidence. In 1999,* we reported that shippers and shippers’ 
associations indicated that constructing a hypothetical railroad is difficult, 
particularly for small shippers, because the time and cost associated with 
the model’s development may outweigh the compensation afforded the 
shipper should STB determine that the challenged rate was unreasonable. 
Since we reported on the process in 1999, STB has taken several actions to 
reduce potential barriers for filing a complaint. For example, STB now 
conducts mediation to begin cases, has added staff to process cases, and 


JS GAO, Railroad Regulation: Current Issues Associated, with, the Rate Relief Process, 
GAO/RGED-Q9-45 (Washington, D.C.: Feb. 26, 1999). 
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has eliminated certain criteria for assessing whether a railroad dominates 
a shipper’s market. 21 

STB also created alternatives to the standard rate relief process, 
developing simplified guidelines, as Congress required, for cases in which 
the standard rate guidelines would be too costly or infeasible given die 
value of the cases. Under these simplified guidelines, captive shippers who 
believe that their rate is unreasonable can appeal to STB for rate relief, 
even if the value of the disputed traffic makes it. too costly or infeasible to 
apply the standard guidelines. In addition, STB created a voluntary 
arbitration option that parties can use to resolve disputes over rates. 

Under its authority to approve rail transactions, STB has approved railroad 
mergers that it finds consistent with die public interest. STB has also 
taken action to ensure that any potential merger-related harm to 
competition is mitigated. STB’s mitigation efforts have focused on 
preserving competition where it could be lost at 2-to-l points,* for 
example, by imposing conditions that allow one railroad to operate over 
the tracks of another railroad (called trackage rights). STB has historically 
not taken action to introduce service where shippers have service by only 
one carrier. 

Under its authority to prescribe new' regulations, STB established a 
process by which shippers can file a complaint if they are captive to one 
railroad and believe that the railroad is engaged in anticompetitive 
behavior. Under this process, if the shipper proves that, the railroad is 
engaged in anticompetitive behavior, STB can prescribe remedies such as 
trackage rights that would give the shipper access to another railroad. 


"Tii December 1998 and July 1999, STB excluded product and geograpliic competition as 
factors to bo considered in market dominance proceedings, finding that t he applicable law 
did not. require consideration of those factors; that, consideration of those factors unduly 
burdened shippers attempting to bring rate eases; and that t he exclusion of those factors 
would not have any substantial effect on ihe rates dial the railroads could charge in (he 
marketplace (See Surface Transportation Board “News” releases Nos. 99-32, issued on Jul. 
2, 1999, and 98-82, issued on Dec. 21. 1998). The railroad industry sought judicial review of 
the Board’s decisions, and in Association of Am. Railroads v. STB , 237 T\3d 6 >76 (D.C. Cir. 

2001) , the United States Com! of Appeals for the District of Columbia Circuit (Court) 
remanded (returned) the matter for the Board’s further consideration. On remand, STB 
provided additional analysis to support its earlier decision, and the court then affirmed 
(upheld) STB’s action, in Association of Am. Railroads v. STB, 300 F. 3d 1108 (D.C. Cir. 

2002 ) . 

*24.0- 1 points are where shippers currently have access to two carriers but could lose 
access to one of them ttirough a merger or acquisition. 
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Finally, under its authority to inquire into and report on the rail industry, 
STB instituted proceedings to review rail access and competition issues. 
For example, in April 1998, at the request of Congress. STB commenced a 
review of access and competitive service in the rail industry. In April 1998, 
STB decided to consider revising its competitive access rules. However, in 
its December 1998 report to Congress, STB declined to take further action 
on this issue because it. had adopted new rules giving shippers temporary 
access to alternative routing options during periods of poor service. In 
addition. STB observed that the competitive access issue raises basic 
policy questions that are more appropriately resolved by Congress. In 
2001, STB adopted new regulations for rail mergers that require the 
applicant to demonstrate that the merger would enhance, not just 
preserve, competition. 


Efforts Have Led to Little Despite STB’s efforts, there is widespread agreement that STB’s standard 
Effective Relief rate relief process is inaccessible to most shippers and does not provide 

for expeditious handling and resolution of complaints. The process 
remains expensive, time consuming, and complex. While STB does not 
keep records of the cost of a rate case, shippers we interviewed agreed 
that the process can cost approximately $3 million per litigant. Shippers 
told us that, to initiate a case, the case would need to involve several 
million dollars so that it would be worthwhile to spend $3 million on a 
case that they could possibly lose. Thus, shipper’s noted that, only large- 
volume shippers, such as coal shippers, with set origins and destinations 
have tire money to be able to afford the STB rate relief process. In 
addition, shippers said that they do not use the process because it takes so 
long for STB to reach a decision. Lastly, shipper’s continue to state that the 
process is both time consuming and difficult because it calls for them to 
develop a hypothetical competing railroad to show what the rate should be 
and to demonstrate that the existing rate is unreasonable. Since 2001, only 
10 cases have been filed, and these cases took between 2.6 and 3.6 years — 
an average of 3.3 years per case — to complete. Of those 10 cases, 9 were 
filed by coal shippers. 

The simplified guidelines also have not effectively provided relief for 
captive shippers. Although these simplified guidelines have been in place 
since 1997, a rate case has not been decided under the process set out by 
the guidelines. STB held public hearings in April 2003 and July 2004 to 
examine why shippers have not used the guidelines and to explore ways to 
improve them. At. these hearings, numerous organizations provided 
comments to STB on measures that could clarify the simplified guidelines, 
but no action was taken. STB observed that parties urged changes to make 
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the process more workable, but disagreed on what those changes should 
be. Several shipper organizations told us that shippers are concerned 
about using the simplified guidelines because they believe the guidelines 
will be challenged in court., resulting in lengthy litigation. STB officials told 
us that they — not the shippers — would be responsible for defending the 
guidelines in court. STB officials also said that if a shipper won a small 
rate case, STB could order reparations to the shipper before the case was 
appealed to the courts. 

STB’s arbitration option has never been used. Under this approach, an 
arbitrator would decide the rate, using a “give and take” approach — that, is, 
the arbitrator would determine the rate without being required to pick one 
of the two offers. According to STB officials, this option has not been 
used, in part, because the cases that go before STB are contentious, with 
high monetary stakes. As a result, there is less willingness from either side 
to arbitrate. 

Shippers have not obtained relief through STB’s “competitive access” 
rules. Under these rules, shippers can file a complaint to request, that one 
railroad obtain access to another railroad’s tracks when necessary to 
remedy anticompetitive behavior by the owning railroad. Shippers who file 
a complaint must show that the owning railroad has engaged in 
anticompetitive behavior. To date, STB has found that all complaints have 
failed to prove that the owning railroad has engaged in anticompetitive 
behavior. 


STB Continues to Refine During our review, STB has continued to refine its processes for shippers 
the Process to obtain relief from unreasonable rates and competitive access. For 

example, STB recently proposed a rule making to make changes to the 
simplified guidelines in order to respond to comments gathered at the STB 
hearings held in April 2003 and July 2004 to examine w'hy those guidelines 
have not been used by shippers and to explore ways to improve the 
guidelines. In addition, STB is seeking public comment on several 
measures it has proposed to adopt regarding railroad practices involving 
fuel surcharges. The proposals follow STB’s May 2006 public hearing on 
how r railroads calculate and charge fuel surcharges and respond to 
extensive testimony on these charges submitted to STB by the rail 
industry, the public, and railroad customers. STB announced its intent to 
hold a public hearing on certain issues related to rail transportation rates 
for grain. Lastly, STB recently requested written comments and held a 
public hearing in response to a petition filed by a shipper group to prevent, 
or put a time limit on, paper barriers, wirich are contractual agreements 
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that maybe made when a Class I railroad either sells or leases some of its 
track to another railroad (typically a short line railroad or regional 
railroad), but stipulates that virtually all traffic that originates on that line 
must interchange with the Class I railroad that, sold the tracks or pay a 
penalty. 


Assessment of Competitive 
Markets and Changes to 
Rate Relief Process Could 
Provide More Relief 


The results of our analysis suggest a reasonable possibility that shippers in 
selected markets may be paying excessive rates related to a lack of 
competition in these markets. While our analysis of available measures 
shows that the extent of captivity appears to be dropping in the freight 
railroad industry, shippers that may be captive are paying substantially 
over the statutory threshold for initiating a rate relief case. This situation 
may simply reflect reasonable economic practices by railroads in an 
increasingly constrained environment in which demand for rail services 
increasingly exceeds supply, or it. may represent, an abuse of market 
power. Our analysis provides an important first step in assessing 
competitive markets nationally, but it is imperfect given the inherent 
limitations of the Carload Waybill Sample and the proxy measures 
available for weighing captivity. A more rigorous analysis of competitive 
markets nationally is needed — one that identifies the state of competition 
nationwide and inquires into pricing practices in specific markets. If this 
assessment, determines that market power is being abused or the goals of 
the Staggers Rail Act are not being met, STB could consider several 
methods to ease competition concerns, such as initiating a generally 
applicable rule making; or, if a complaint is filed, providing specific 
remedies to increase competition. 


Shipper groups, economists, and other experts in the rail industry have 
suggested several alternative approaches as remedies that could provide 
more competitive options to shippers in areas of inadequate competition 
or excessive market power. These groups view these approaches as more 
effective than the rate relief process in promoting a greater reliance on 
competition to protect shippers against unreasonable rates. Some 
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proposals would require legislative change, or a reopening of past STB 
decisions." 

These approaches each have potential costs and benefits. On the one 
hand, they could expand competitive options, reduce rail rates, and 
decrease the number of captive shippers as well as reduce the need for 
both federal regulation and a rate relief process. On the other hand, 
reductions in rail rates could affect railroad revenues and limit the 
railroads’ ability and potential willingness to invest in their infrastructure. 
In addition, some markets may not have the level of demand needed to 
support competition among railroads. However, in markets that do, the 
targeted approaches frequently proposed by shipper groups and others 
include the following: 

♦ Reciprocal switching: This approach would allow' STB to require railroads 
serving shippers that are close to another railroad to transport, cars of a 
competing railroad for a fee. The shippers would then have access to 
railroads that do not reach their facilities. This approach is similar to the 
mandatory interswitching in Canada, which enables a shipper to request a 
second railroad's service if that second railroad is within approximately 18 
miles. Some Class I railroads already interchange traffic using these 
agreements, but they oppose being required to do so. Under this approach, 
STB would oversee tire pricing of switching agreements. This approach 
could also reduce the number of captive shippers by providing a 
competitive option to shippers with access to a proximate but previously 
inaccessible railroad and thereby reduce traffic eligible for the rate relief 
process (see fig. 21). 


31 Another proposal, articulated by economists Curtis Grimm and Cliff Winston, calls tor the 
elimination of STB. Tills proposal recognizes (hat caplive sliippers liave likely been hurl by 
a lack of competition, but it states that allowing the Department of Justice to review rail 
mergers instead of STB and ending (lie potential for reregulaiion of (lie industry could lead 
railroad officials and shippers to negotiate an agreement, to address remaining rail 
competition concerns. Cnrtis Grimm and Clifford Winston, “Competition in the 
Deregulated Railroad Industry: Sources, Effects, and Policy Issues,” (AEI - Brooking 
Institution. Washington, D.C.: 2000). 
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Figura 21: Reciprocal Switching 



Tennimi aynmuem*: This approach would require one railroad to grant 
access to its terminal facilities or tracks to another railroad, enabling botii 
railroads to interchange traffic or gain access to traffic coming from 
shippers off die oilier railroad's lines for a fee. Current regulation requires 
a shipper to demonstrate anticompetitive conduct by a railroad before 
STB will gram access to a terminal by a nonowning railroad unless there is 
an emergency or when a shipper can demonstrate poor service and a 
second railroad is willing and able to provide the service requested This 
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approach would require revisiting the current requirement that railroads 
or shippers demonstrate anticompetitive conduct in making a case to gain 
access to a railroad terminal in areas where there is inadequate 
competition. The approach would also make it easier for competing 
railroads to gain access to the terminal areas of other railroads and could 
increase competition between railroads. However, it could also reduce 
revenues to all railroads involved and adversely affect the financial 
condition of the rail industry. Also, shippers could benefit from increased 
competition but might see service decline (see fig. 22). 
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• Truckage viyhis: This approach would require one railroad to grant access 
fo its tracks to another railroad, enabling railroads to interchange traffic 
beyond terminal facilities for a fee. In the past, STB has imposed 
conditions requiring that a merging railroad must grant another railroad 
trackage rights to preserve competition when a merger would reduce a 
shipper’s access to railroads from two 10 one. While this approach could 
potentially increase rail competition and decrease rail rates, it could also 
discourage owning railroads from maintaining the track or providing high- 
quality service, since the value of lost use of track may not be 
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compensated by the user fee and may decrease return on investment (see 
fig. 23). 


Figure 23: Trackage R.ghts 



"DntUfinfirk” mins: This approach would require a railroad to establish a 
rate, and thereby offer to provide service, for any two points on the 
railroad's system where traffic originates, terminates, or can be 
interchanged. Some Shippers have more than one railroad that serves them 
at their origin and/or destination points, but have at least one portion of a 
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rail movement for which no alternative rail route is available. This portion 
is referred to as the “bottleneck segment.” STB’s decision that a railroad is 
not required to quote a rate for the bottleneck segment has been upheld in 
federal court” STB’s rationale -was that statute and case law precluded it 
from requiring a railroad to provide service on a portion of its route when 
the railroad serves both the origin and destination points and provides a 
rate for such movement. STB requires a railroad to provide service for the 
bottleneck segment only if the shipper had prior arrangements or a 
contract for the remaining portion of the shipment route. On the one hand, 
requiring railroads to establish bottleneck rates would force short-distance 
routes on railroads when they served an entire route and could result in 
loss of business and potentially subject the bottleneck segment to a rate 
complaint. On the other hand, this approach would give shippers access to 
a second railroad, even if a single railroad was the only railroad that 
served the shipper at its origin and/or destination points, and could 
potentially reduce rates (see fig. 24). 


“Hie U.S. Court of Appeals lor the Eighth Circuit affirmed STB decision Quit a bottleneck 
carrier generally need not quote a separate rate tor the bottleneck portion of the route. 

Mid -American Energy Co. v. Surface Transjjorlalion Board, 169 F. 3d 1099 (BQi Cir.: Feb. 
10, 1999). The D.C. Circuit affirmed STB holding that separately challengeable bottleneck 
rates can be required whenever a shipper has a contract over the nonbottleneck segment of 
a through movement. Union Pacific Railroad v. Surface lYansportation Board, 202 F. 3d 
337 (I).C. Cir.: 2000). 
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Figure 24: Bottleneck Rates 



1‘ftjwr In i n iers: This approach would prevent or, put a time limit on, paper 
barriers, which are contractual agreements that can occur when a Class 1 
railroad either sells or leases long term some of its track to other railroads 
(typically a short -line railroad and/or regional railroad) These agreements 
stipulate that virtually all traffic that originates on that line must 
interchange with the Class I railroad that originally leased the tracks or 
pay a penalty. Since the 198<>s, approximately 600 Short lines have been 
created by Class I railroads selling a portion of their lines; however, the 
extent to which paper barriers are a standard practice is unknown because 
they are pail of confidential contracts. When this type of agreement exists, 
it can inhibit smaller railroads that connect with or cross two or more 
Class I rail systems from providing rail customers access to competitive 
service. Eliminating paper barriers could affect the railroad industry's 
overall capacity since Class 1 railroads may abandon tines instead of 
selling them to smaller railroads and thereby increase the cost of entering 
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a market for a would-be competitor. In addition, an official from a railroad 
association told us that it is unclear if a federal agency could invalidate 
privately negotiated contracts (see fig 25) 



(UO 


It will be important for policymakers, in evaluating these alternative 
approaches, to carefully consider the impact of each approach on the 
balance set out in the Staggers Kail Act. One significant consideration is 
the revenue adequacy of the railroads. The Staggers Rail Act established 
revenue adequacy as a goal Tot the industry and allowed the railroads to 
use differential pricing to increase their revenues. While the specific 
method for determining revenue adequacy has been controversial, rhe 
overall trend in revenue adequacy may be more important In its last 
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report for 2004, STB determined that one railroad is revenue adequate and 
that others are approaching revenue adequacy. It is too early to determine 
that the industry as a whole is achieving revenue adequacy. Nevertheless, 
this improvement in the railroads’ financial condition represents a 
significant shift in the rail industry because for decades after the 
enactment of the Staggers Rail Act, the railroads were all considered 
revenue inadequate. The railroads need sufficient revenue for 
infrastructure investment to keep pace with increased demand. However, 
each of these changes could decrease the amount of revenue the railroads 
receive. Yet, as the railroad’s revenue adequacy improves, the question 
arises as to what degree the railroads should continue to rely, for their 
investment needs, on obtaining significantly higher prices from those with 
greater reliance on rail transportation. 

To prevent problems with unreasonable rates, some shipper groups 
propose targeted approaches that would provide them with more 
competitive options. A number of different approaches have also been 
suggested to make the rate relief process less expensive, more 
expeditious, and therefore potentially more accessible. Each of the 
proposed approaches has both advantages and drawbacks. These 
approaches include the following: 

Increase the use of simplified guidelines: The simplified guidelines use 
standard industry average figures for revenue data instead of requiring the 
shipper to create a hypothetical railroad. This approach would reduce the 
time and complexity of the process; however, it. may not provide such an 
accurate and precise a measure as the standard process. Both shippers 
and railroad officials with whom we spoke agree that it is confusing to 
determine who is eligible to use the process and how it would work. STB 
recently issued a proposed rule making to pursue changes to the simplified 
guidelines to provide captive shippers greater access to regulatory 
remedies for unreasonable rail rates. 

Increase the use of arbitration: Under arbitration, two parties present 
their case before an arbitrator, who determines the rate. This process 
replaces the shipper’s requirement to create a hypothetical railroad. 
Proponents of arbitration argue that the threat of arbitration can induce 
railroads and shippers to resolve their own problems and limit the need 
for federal regulation. In addition, the process is quicker and cheaper than 
the standard rate relief process. For example, Canada offers an arbitration 
process known as Final Offer Arbitration (FOA), under which both parties 
submit their best and final offers, and the arbitrator considers the 
argument from both sides and picks one rate offer from either the railroad 
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or the shipper. FOA is quicker — statutorily, once the process begins it has 
to be completed within 60 days, or 30 days for disputes involving freight 
charges of less than $750,000, unless the parties agree to a different time 
frame. In addition, FOA is cheaper — estimates ranged up to $1 million 
Canadian dollars, for both parties. On the other hand, the decisions are 
good for only 1 year, so the process could in theory be revisited annually. 
Critics of this approach suggest, that arbitration decisions may not be 
based on economic principles, such as the revenue and cost structure of 
the railroad, and arbitrators may not be knowledgeable about the railroad 
industry. Furthermore, opinions differ significantly about which lypes of 
disputes should be covered and what standards (if any) should apply. 

Develop an alternative cost 'methodology: STB could develop an 
alternative to the cost methodology used under the standard process in 
which a shipper must demonstrate how much an optimally efficient 
railroad would need to charge a shipper by constructing a hypothetical, 
perfectly efficient railroad that would replace its current carrier. For 
example, STB could use a long-run incremental cost approach to evaluate 
and decide rate cases. This process, which is used by the Federal Energy 
Regulatory Commission for regulating rates charged by pipeline 
companies, bases rates on the actual incremental cost of moving a 
particular shipment, plus a reasonable rate of return. This approach allows 
for a quick, standard method for setting prices, but does not take into 
account the need for differential pricing or the railroad’s need to charge 
higher rates in order to become revenue adequate. Structuring rate 
regulation around actual costs can also create potential disincentives for 
the regulated entity to control its costs. 


Uncertainty about 
Future Freight Rail 
Demand and Capacity 
Points to 

Opportunities for a 
More Strategic 
Federal Approach to 
Rail Infrastructure 


Recent forecasts predict that the demand for freight and freight rail 
transport will grow significantly in the future. While forecasts have 
limitations as guides to investing in new transportation infrastructure, they 
can present a plausible picture of future freight demand and capacity. 
Whether private rail companies will be able and willing to invest in new 
infrastructure capacity to meet projected future demand is uncertain. New 
rail capacity not only benefits each private rail company network, but it 
also has the potential to benefit the public by improving traffic flow, air 
quality, and safety at the national, state, and local levels. As a result, the 
public sector has increasingly been investing in freight rail projects. 
Federal involvement in the freight system should be consistent with the 
competitive marketplace and ensure that funding decisions reflect 
widespread public priorities. 
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Forecasts of Significant 
Freight Rail Traffic Growth 
Provide a Plausible 
Outlook for the Future 


The demand for freight transportation in general and freight rail 
specifically is forecasted to increase, according to recent studies” Several 
of these studies also quantify their projections of the volume and value of 
future freight demand. The Freight Analysis Framework (FAF) is a 
comprehensive database and policy analysis tool maintained by DOT to 
help identify needed freight capacity improvements. In 2002. DOT 
projected, using this tool, that overall domestic and international freight 
demand would increase by more than 65 percent and 84 percent, 
respectively, by 2020. In 2003, the American Association of State Highway 
and Transportation Officials (AASHTO) released the Freight Rail Bottom 
Line Report, prepared by a consulting firm. This report describes the 
industry and its benefits to the nation, estimates the industry's investment 
needs and capacity to meet these needs, and quantifies the consequences 
of underinvestment, including highway deterioration and congestion. The 
AASHTO study projected that, by 2020, overall domestic freight demand by 
ton would increase by 57 percent and international demand would 
increase by 99 percent. In 2005, the American Trucking Association’s 
(ATA) report US. Freight Transportation Forecast to 2016 projected 
tonnage and revenues for all freight modes. The report predicted that 
overall freight volume would increase by about 32 percent between 2004 
and 2016. 


Freight, rail demand is projected to increase less than overall freight 
demand and to grow' at a slower rate than demand for other modes — such 
as truck and air freight. FAF projects that freight rail tonnage w'ill grow 
about 55 percent by 2020, but. this growth will not. be as dramatic as for 
truck and air, and will account for a much smaller share of the market 
when measured on the basis of shipment value. AASHTO predicts that 
freight rail tonnage will increase 44 percent by 2020. However, it notes that 
this forecast actually indicates that rail will lose some market share. This 
estimate also assumes that considerable investment will be required — up 
to about $4 billion annually — to meet future demand. According to ATA's 
forecast, freight rail tonnage will grow' annually by 2.4 percent to 2010 and 
by 2.1 percent to 2016. While rail intermodal traffic is forecast to grow 7 
rapidly, the study anticipates that rail’s overall share of total freight 


studies by Hie AASIITO, DOT, and American Trucking Association made specific freight 
and freight rai I forecasts. Studies by the Transportation Research Board (TRB), the 
National Cooperative Research Program (NCHRP 20-21(33)) administered by TRB, and a 
consortium of Midwestern states ami universities (Upper Midwest Freight. Corridor Study) 
also assessed future freight demand and capacity issues. 
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tonnage will decrease slightly from about 15.6 percent in 2004 to about 
15.4 percent in 2016. 

However, ow many factors can affect, the accuracy of these predictions. 
Freight markets are volatile and unpredictable, and thus freight demand 
forecasts may prove to be off the mark. Similarly, much freight traffic is 
determined by trade that originates outside the United States. Moreover, 
since the data and models used to develop these freight demand forecasts 
are largely proprietary/ 1 we could not. assess the validity or 
reasonableness of the assumptions used to develop the predictions: 36 
Nevertheless, forecasts of freight and freight, rail demand are useful as one 
plausible scenario for the future. As the Congressional Budget Office 
(CBO) observed in a January 2006 report, forecasts of demand are best 
viewed as illustrative rather than quantitatively accurate. 36 


Railroads’ Investments in If demand does develop as forecasted, it is uncertain how able and willing 
Capacity to Meet Potential railroads will be to invest in new capacity. Railroads do not prepare long- 
Demand Are Uncertain term capacity plans because of concern about the potential for significant 
economic changes — for example, officials at one Class I railroad stated 
that they prepare capacity improvements plans and demand projections 
for 3 to 5 years into the future, with frequent revisions. In addition, the 
railroads we interviewed were generally unwilling to discuss their future 
investment plans with us in any detail because this is business proprietary 
information. It is therefore difficult to comment on how railroads are 
likely to choose among their competing investment priorities for the future 
compared with various demand scenarios. 

Railroads’ ability and willingness to invest in new' capacity to meet 
demand reflects a number of key considerations. For privately owmed rail 
companies, a key business consideration is maximizing returns for 
shareholders. To do so, realizing the greatest return on investment from 


“The 2002 FAF used proprietary models to describe domestic and international commodity 
flows for rail, water, air, and highways and forecasted height flows for 2010 and 2020. A 
second general-ion DOTFAF (being published in 2006) does not use proprietary models arid 
covers commodity flows for 2002 fo 20(55. 

we were able to interview some of the consultants who authored these reports and other 
rail experts. We also independently corroborated information in these reports through our 
expert panel. 

^Congressional Budget Office, Freight Hail Transportation: Long Term Issues 
(Washington, D.C.: January 2006). 
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each investment decision is essential and is reinforced by pressure from 
shareholders. Rail investment involves private companies taking a 
substantial risk which becomes a fixed cost on their balance sheets, one 
on which they are accountable to stockholders and for which they must 
make capital charges year in and year out for the life of the investment. A 
railroad contemplating such an investment must be confident that the 
market demand for that infrastructure will hold up for 30 to 50 years. This 
is in sharp contrast to other modes such as highway infrastructure, which 
is paid for largely by public funds. Maximizing a rail company’s 
competitive position in key markets is important in deciding on 
investments in the company network’s size and facilities. For example, the 
growth of intermodal transport is a major development for freight rail 
because it stands to be the largest revenue generator for the Class I 
railroads. As a result, there is intense competition for this business, 
although intermodal business also means that freight rail both competes 
and cooperates with other freight modes. However, intermodal growth 
depends on the railroads’ ability to invest in the new capacity needed to 
meet this demand. 

Investment considerations are complicated by the current status of rail 
infrastructure. Although the rail network has been downsized, the 
infrastructure remains extensive but aging. Replacing, maintaining, and 
upgrading this infrastructure is extremely costly, as the Transportation 
Research Board emphasized in its analysis of critical transportation 
issues.* Predicting the extent to which future rail investments will keep 
pace w'ith projected freight rail demand is complicated by the extent of 
current rail needs. For example, an annual assessment of America’s 
infrastructure* conducted by the American Society of Civil Engineering 
gave rail infrastructure a “C-” grade and noted that, for the first time in 90 
years, limited capacity has created significant bottlenecks in the national 
rail network. However, railroads must invest in new infrastructure, new r 
equipment, and substantial new capacity to handle additional traffic in 
order to remain viable and effective, a rail industry representative told our 
expert panel. 


"Transportation Research Board, Critical Issues in Transportation (Washington, D.C.: 
Jan. 2006). 

38 American Society of Civil engineering, 2005 Report Card for America's Infrastructure 
(Washington, D.G.: 2005). 
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Today, freight railroads are sufficiently profitable to be investing at record 
levels. Major freight railroads have reported*' that they expect to invest, 
about $8 billion in infrastructure during 2006 — a 21 percent increase over 
2005 — and have told us that they plan to continue making infrastructure 
investments. However, not all of this investment is planned for capital or 
new capacity. Although we requested additional detail about how the rail 
industry’s $8 billion estimated investment was divided between new 
capacity and maintenance or renewal of existing capacity, the Association 
of American Railroads indicated that, this information is not. currently 
available but will be part of a special study on railroad spending trends. 


Rail Capacity Investments While private rail networks obtain benefits and improve their profitability 
Can Produce Private and from investments in their capacity, these investments also can benefit the 
Public Sector Benefits public. In fact, some public benefits can be large in comparison to 

anticipated benefits to the private rail network, as the CBC) report pointed 
out. For example, shifting truck freight traffic to railroads can reduce 
highway congestion for passenger and commercial vehicles, potentially 
reducing or avoiding public expenditures that, otherwise would be needed 
to build additional highway capacity or provide additional maintenance to 
accommodate growing truck traffic. Depending on the rail infrastructure 
project, the public could realize several types of benefits, as described in 
table 3. 


Association of American Railroads (AAR), (Washington, D.C.: Mar. 16, 2006). 
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Table 3: Potential Public Benefits of Rail Transportation Investments 


Category Potential public benefit 


Economic 

• Lower transportation costs through higher productivity, making it cheaper to produce and distribute 
goods/services 

• Improve global competitiveness through increased efficiency 

• Strengthen local, regional, state economies 
■ Expand industry, employment, tax base 

Transportation system 

• Capture each mode’s advantages in moving passengers/freight 

• Improve overall system performance 

• Strengthen intermodal connections 

• Improve transportation network efficiency for the future 
■ Improve passenger/freight rail interactions 

Mobility/Congestion 

• Relieve highway congestion by shifting highway freight to rails 

■ Reduce public investment to prevent highway deterioration by preventing diversion of heavy rail 
freight to roads 

• Give passengers/freight access to more modes 

• Decrease travel time, increase reliability 

Environmental/Air quality 

• Reduce amissions/improve air quality by reducing congestion 

• Consume about one-fourth to one-third less fuel than trucks 

Safety and security 

■ Reduce crashes through redesigned/eliminated highway-rail crossings 

• Provide redundant capacity to respond to operational/congestion, national security, and weather 
problems 


Source: GAO analysis 


Rail projects can vary widely in the extent to which they may generate 
public as well as private benefits; whether benefits are realized by the 
private or public sector at the national, state, and local levels; and how the 
benefits are quantified for the purpose of fairly apportioning project 
financing. Determining what benefits and costs are associated with a rail 
infrastructure project and who benefits is important in deciding whether 
public funds for public benefits are justified — but this is a difficult 
determination. 40 For example, one rail infrastructure project that reduces 
system bottlenecks may generate benefits to the national economy by 
lowering the costs of producing and distributing goods. Another rail 
project that eliminates or improves highway-rail crossings may primarily 
produce local benefits by reducing accidents, time lost waiting for trains 
to pass, pollution and noise from idling trains, and delays of emergency 


'GAO, Highway mul Transit Investments: Options for Improving Information on 
Projects’ Benefits and Cost s and Increasing Accountability for Results, GAO-9. 1 )- 172 
(Wasliinglon, I).C.: Jan. 24, 2005). 
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vehicles at crossings. The same project also may produce national benefits 
by reducing the impact, of train delays on the system. 


Public: Sector’s Growing 
Freight Rail Investments 
Focus on Securing Public 
Benefits 


Increasingly, governments at all levels have been investing in freight rail 
improvement projects that offer potential public benefits. At the state and 
local levels, government involvement has ranged from planning and 
coordination to collaboration and investment with freight rail companies 
and other stakeholders. Some states have been investing to help short-line 
railroads maintain track in their states for almost 20 years. Other states — 
such as Florida, Virginia, New York, and Pennsylvania — are creating 
significant, new programs to invest in rail projects. Over 30 states have 
published freight plans that describe their goals and approach to freight 
and freight, rail. 


The scope of state and local freight rail investments continues to expand. 
For example, Missouri state and local governments, in partnership with 
railroads and other stakeholders, supported two major rail bridge flyover 11 
projects to reduce rail delays in Kansas City. These projects — totaling $134 
million — were expected to provide economic benefits and reduce rail 
transit time through the city by about 2 hours. The project also used an 
innovative institutional arrangement that created a special type of 
corporation to facilitate its funding. Colorado’s Department of 
Transportation (CDOT). other public entities, and two Class I railroads are 
exploring an ambitious partnership to relocate freight train facilities away 
from the heavily populated Front Range area of the state, as the two 
railroads proposed. CDOT initiated a benefit-cost study 12 that found 
sufficient public transportation, economic development, land use, safety, 
environmental, and passenger rail facilitation benefits to warrant investing 
public dollars in the project — estimated to cost about $1.17 billion. 


The federal government also has been involved in freight rail projects. In 
1997, DOT provided a $400 million loan for the $2.4 billion Alameda 
Corridor project to leverage funds from ports, railroads, and local 
governments. As a result, a 20-mile trench for trains was constructed to 


11 Railroad flyover bridges separate one set of tracks from another — such as freight, and 
passenger trains. 

^DMJM+Harris and HDR (the Consultant Team), Final Report Project No. C SWOO-242 
I’uhlic Benefits & Costs Study of the Proposed HNSF/UP Fron t Range Railroad. 
Infrastructure Rationalization Project (May 18, 2005). 
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eliminate numerous rail-highway crossings and reduce rail transport time 
to and from the ports of Los Angeles and Long Beach — a significant 
gateway for freight imported from Asia and distributed throughout the 
United States. In 2005, Congress provided $100 million to the $1.5 billion 
Chicago Region Environmental and Transportation Efficiency (CREATE) 
program. Its objective is to cut train delays and congestion and improve 
passenger rail service by separating 25 rail-highway crossings, building 6 
passenger/freight train flyovers, and upgrading tracks and controls to 
improve service for the one-third of the nation’s rail traffic that comes 
through Chicago each day. Railroads and state and local governments are 
contributing to the program’s financing. In 2005, Congress also passed the 
Safe, Accountable, Flexible, Efficient Transportation Equity Act: A Legacy 
for Users (SAFETEA-LU), which increased the authorized level of funds 
available under the Railroad Rehabilitation and Improvement Financing 
(RRIF) program from $3.5 billion to $35 billion over a 5-year period. This 
program provides loans or loan guarantees that are available to states or 
railroads for projects to acquire, improve, or rehabilitate rail 
infrastructure. 

A number of proposals before Congress would increase federal funding for 
freight railroad projects. One proposal calls for the creation of a Railroad 
Trust Fund that would be similar to the Highway Trust Fund, which is 
used to pay for highway construction and improvements. Another 
proposal calls for a railroad investment tax credit. Under this proposal, 
railroads or shippers would receive a 25 percent tax credit for money 
spent to expand rail infrastructure. 
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Federal Response to 
Freight Investments 
Should Reflect a National 
Policy That Is Impartial 
Toward All Modes and 
Produces Maximum Public 
Benefits from Public 
Investments 


Federal decision makers face considerable uncertainty about the future of 
freight transportation coupled with considerable certainty that the federal 
deficit will be a long-term constraint on federal investment. At the same 
time, Congress will continue to face policy and funding decisions that will 
affect all freight modes and have a critical impact in shaping the nation’s 
rail system and infrastructure. As we have noted in our past work, 4 ” a 
strategic systemwide approach to transportation planning and funding that 
focuses on all modes is increasingly important to meet expectations for 
more efficient freight transport, growing freight demand, and more 
connections between modes. 


Federal funding constraints enhance the need for a strategic federal 
approach to freight infrastructure investment, and the implications of 
these constraints are a critical feature of a national freight policy. Given 
major projected demographic shifts and future federal health and 
retirement commitments, federal revenues may barely cover interest on 
the federal debt by 2040 — leaving no money for either mandatory or 
discretionary programs. According to our simulations, balancing the 
budget could require cutting federal spending by as much as 60 percent, 
raising taxes by up to 2-1/2 times their current level, or some combination 
of the two. 41 We have concluded that the impending federal fiscal crisis 
will require a fundamental reexamination of all federal programs . K For 
example, our assessment of the federal highway grant program raised 
significant issues, such as the absence of a clear federal mission and role 
siuce the completion of the interstate highway system and the absence of a 
link between federal funding and goals or outcome measures. 

DOT has taken an important step toward a more comprehensive freight 
strategy by publishing a draft Framework for a National Freight Policy 16 
for comment. It is a step for which we found considerable support among 


4? 'GAO, 2 1st Century Challenges, GAO-05-325SP (Washington, D.C.: Feb. 1, 2005), GAO, 
Freight Transportation: Stunt Sea Sh ipping Option Shows Importance of System atic 
Approach to Public Investment Decisions, GAO-06-768 (Wasliinglon, !).€.: July 29, 2005), 
and GAO, Freight Transportation: Strategies Needed- to Address Dimming and- Financing 
Limitations, GAO-OI-165 (Washington, D.C.: Dec. 19,2003). 

h GAO, Highway Finance: States' Expanding Use of Tolling Illustrates Diverse Challenges 
and Strategies, GAO-06-554 (Washington, D.C.: Jun. 28, 200G). 

45 GAO-05-325tSP. 

*1X)T, (Draft) A Framework for a National Freight Policy, (Washington, D.C.: Apr. 10, 
2006). 
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public and private freight stakeholders- A systemwide, rather than a 
modal, perspective is critical to a national freight policy. As the AASHTO 
study emphasized, investments at the freight system level are needed to 
respond to nationally significant corridor choke points, intermodal 
connections, and urban rail interchanges. 

With federal fiscal constraints as the backdrop, tw'o major policy 
principles will need to be considered as DOT continues to develop this 
national policy. These principles are, first, to adopt a mode-neutral 
approach — one that takes a consistent policy and funding approach to all 
modes and establishes a level playing field for competition in the freight 
marketplace — and, second, to maximize public benefits — particularly 
benefits to the national transportation system — from public transportation 
investments. 

Adopting a Mode-Neutral Under a mode-neutral approach, each mode would pay the full costs for 

Approach the infrastructure facilities and services that it used as well as the costs 

that its use imposed on others — such as added air pollution, congestion, 
and accident risks 17 — through taxes and user fees. No single mode would 
be at a competitive disadvantage. A mode-neutral federal freight policy 
and investment strategy w'ould be consistent with the competitive 
market’s central role in the freight system. Encouraging a market-based 
approach and competition that fosters economic efficiency and innovation 
is a key consideration in dealing with the privately owned freight rail 
industry, as we have reported.^ 

Currently, as we have pointed out, federal programs treat different freight 
modes differently. For example, trucks and barges use infrastructure that 
is owned and maintained by the government, while rail companies use 
infrastructure that they pay to own and maintain. The trucking and barge 
industries pay fees and taxes to use this government-funded infrastructure, 
but their payments generally do not cover the costs they impose on 
highways and waterways, thereby giving the trucking and barge industries 
a competitive price advantage over railroads. ,q The most recent Federal 


^Transportation Research Board/Nalional Research Council, Paying Our Way: 
Estimating Marginal Social Costs of Freight Transportation, National Academy Press 
(Washington, D.C.: 1996). 

48 GAO, Physical Infrastructure: Crosscutting Issues Planning Conference Report, 
GAO-02 IS;) ( Washington, l).C.:Oct 1,2(XH). 

4a GAO, Railroad Competitiveness: Federal- Jaiws and Policies Affect Railroad 
Compelilvoeness, GAG/RCED-92-i6 (Washington, D.C.: Nov. 5, 1991). 
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Highway Administration (FHWA) highway cost allocation study’ 11 evaluates 
highway costs attributable to different vehicle classes and the extent to 
which their user fees cover their responsibility for highway costs. 
According to the study, combination unit trucks 51 paid 80 percent of their 
cost responsibility and the heaviest combinations paid half of their cost 
responsibility. The study concluded that only the very lightest combination 
trucks pay their share of federal highway cost responsibility. A recent CBO 
report 62 also concluded that trucks and barges do not pay their full share of 
highway costs and reported that rail may be at a competitive disadvantage, 
since other modes are effectively being subsidized. CBO also observed 
that if all modes do not pay their full costs, the result is inefficient use of 
roads and waterways and greater government spending than otherwise 
would be necessary if capacity investments are made in anticipation of 
demand that does not occur. 


Maximizing Public 
Benefits from Public 
Transportation 
Investments 


As DOT develops and applies a national freight policy, our second critical 
principle will be an important consideration — public investments should 
depend on clearly defined public benefits. 58 Benefit-cost, analysis can be a 
useful tool to define benefits, as our expert panel on this subject 
concluded. 51 Because this analysis identifies the greatest net. benefits by 
comparing the monetary value of each project’s benefits and costs, it can 
help public and private stakeholders evaluate project alternatives. 

States have had experience in evaluating whether rail projects could yield 
sufficient public benefits to warrant investments of public dollars in the 
projects, and their experience can inform a national freight policy. For 


50 DOT/'Fe<leral Highway Administration. Office of Transportation Pokey Studies, 
Addendum- to the 1997 Federal Highway Cost AU-ocaMon Study Final Report 
(Washington, D.C.: May 2000). 

“ Combination unit trucks are trucks that, weigh 50,000-100,000 pounds. 

"'CBO, Freight Fail Transportation: ! Amy-Term- Issues, p. 22. 

^This observation parallels the conclusion and recommendations by the Transportation 
Research Board (TRB), which called for the development, of a national policy to promote 
hotter management and investment decisions to maintain and improve freight capacity. 
TRB described detailed principles to guide future decisions about, using, enlarging, funding 
or regulating the freight, transportation system. TRB, Freight Capacity J'or the :21st 
Century, (Washington, D.G.: 2003) pp. 5-13. 

"'GAO, Highlights of an Kxpert Panel: 'Hie Benefits and Costs of Highway and Transit 
Investments, GAO-05-423SP (Washington, D.C.: May 6, 2005). 
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example, the state of Washington’s Freight Mobility Strategic Investment 
Board leverages transportation dollars by working with public and private 
stakeholders to fund projects that deliver public benefits. The board’s 
project scoring criteria reflect anticipated benefits, such as freight mobility 
for the project area; freight mobility for the region, state, and nation; 
general mobility; safety; freight and economic value; environment; project 
partnership; consistency with regional and state plans; location on a 
Strategic Freight Corridor; and cost benefit. 

However, federal decision makers have no such criteria to use in 
considering potential freight rail investments. As we have pointed out, the 
federal funding structure for surface transportation and federal program 
incentives tend to focus decision makers’ attention on highway and transit 
projects, rather than on freight or freight rail concerns. And, although state 
and local transportation decision makers consider benefit-cost analyses, 
these analyses often do not have a decisive impact on investment 
decisions." As DOT has noted, a fair, balanced approach to allocating 
public and private funding is a prerequisite for public-private 
partnerships. 1 "' We have also raised concerns about federal tax policies. 

For railroads, some industry groups have proposed freight rail tax credits 
to encourage investment.. However, our work has shown that it is difficult 
to target tax credits to the desired activities and outcomes and ensure that 
tax credits generate the desired new' investments, as opposed to 
substituting for investment that would have occurred anyway." 


Conclusions The Staggers Rail Act achieved far-ranging benefits in helping to create 

and sustain a healthy and vibrant freight railroad industry, as well as an 
efficient rail transportation system that supports the important role freight 
plays in the nation’s economy. Critical to the Staggers Rail Act was the 
concept, of balance — on one hand, the act sought to allow rail carriers to 
earn adequate revenues so that they could meet their current and future 
capital needs. On the other hand, the act recognized the need for a 


’■’GAO, Surface TYtmsporkUiort: Many Factors .Affect Investment Decisions, GAO-04-7'11 
( Wasliiiigkm, I).C.: Jun. 30, 2004). 

' TJ.S. Department of Transportation, Report to Congress on Public-Private Partnerships 
(Washington, D.C.: December 2004). 

"GAO, Government. Performance and Accountability: Tax Expenditures Represent a 
Substantial. Federal- Commitment and Need to be Reexamined, GAO-05-600 (Washington, 
D.C.: Sepl. 23, 2005). 
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remnant regulatory regime that would maintain reasonable rates and 
prohibit undue concentrations of market power in areas where no 
effective competition existed. The act recognized that it was vital for the 
federal government to promote competition and rely on it to set rates. 
Without a doubt, rates have decreased for most shippers, and most 
shippers are better off in the post-Staggers environment than they were 
previously. This outcome suggests that widespread and fundamental 
changes to the relationship between the railroads and their customers are 
not needed. Nevertheless, the evidence also suggests some basis for 
believing that — more than 25 years after the act’s passage — the balance it 
envisioned has not been fully achieved. 

The continued existence of pockets of potential captivity, together with 
the increase in traffic at higher thresholds, at a time when the railroads 
are, for the first time in decades, experiencing increasing economic health, 
raises the question whether rail rates in selected markets reflect justified 
and reasonable pricing practices, or an abuse of market power by the 
railroads. Answering this question requires a rigorous, national analysis of 
competitive markets. Our analysis provides an important first step; 
however, we are constrained by the inherent limitations of the Carload 
Waybill Sample and the available proxy measures for assessing captivity. 
In contrast, STB has the statutory authority to inquire into and report on 
railroad practices and could conduct a rigorous analysis of competition in 
the freight rail industry that would rely on more than sample data and 
could determine whether the inappropriate exercise of market power is 
occuring in specific markets. Should STB find evidence of abuse, it could 
consider several methods for creating the balance envisioned by the 
Staggers Rail Act. For example, STB could consider initiating a generally 
applicable rule making to address competition issues or prescribe specific 
remedies in response to a complaint. 

In assessing competition within the freight rail industry, STB needs 
accurate data on railroad revenues. The data that STB currently collects — 
in particular, the use of the Carload Waybill Sample to report on the 
railroads’ finances — are not always captured consistently, making it 
difficult to accurately track railroad revenues. Specifically, while we 
determined that, in general, the data in the Waybill were suitably reliable 
for our reporting purposes, we also found that some data, including data 
on fuel surcharges, were not accurately captured. Accurate data would 
provide for more accurate tracking of railroad revenues and railroad 
charges to potentially captive shippers and other shippers. This 
information would help STB to obtain a clearer picture of the actual fees 
paid by shippers. 
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STB is also responsible for ensuring the expeditious handling and 
resolution of rate disputes, but the current process for settling these 
disputes is ineffective. There are a number of potential alternatives to the 
current, process, and STB has recognized the limits of the process and 
taken further action to improve it. These actions are commendable and 
need to be pursued; absent further action, the promise of the Staggers Rail 
Act and the balance it envisioned may never be fully realized. 

These are difficult issues that require careful balancing of the railroads’ 
need to earn adequate revenues with shippers’ need for competition and 
reasonable rates during a time of uncertainty about the capacity of freight 
railroads to meet future demand for freight rail service. While predictions 
and scenarios for the future of freight rail vary, it is likely that multiple 
levels of government will continue to be involved in the nation’s freight 
system. Additional investment in freight rail infrastructure can produce 
public benefits, and many state and local governments are involved in 
freight rail infrastructure projects. Congress has provided federal 
assistance as well, and further requests for and decisions about federal 
assistance to rail infrastructure are likely. Decision makers will be 
challenged to ensure that federal involvement is consistent with 
competition in the freight, marketplace, reflects widespread public- 
priorities, and offers benefits that warrant the commitment of federal 
funds. DOT’S draft National Freight Policy represents a good start in this 
direction. 


Recommendations for r ^° ensure 311 a PP r °P r iate balance between the interests of railroads and 
shippers, we recommend that the Chairman of the Surface Transportation 
Executive Action Board take the following two actions: 

• Undertake a rigorous analysis of competitive markets to identify the state 
of competition nationwide; in specific markets, determine whether the 
inappropriate exercise of market power is occuring; and, where 
appropriate, consider the range of actions available to address problems 
associated with the potential abuse of market power. If the Chairman 
determines that STB requires more resources to conduct this analysis, 
then STB should request additional resources from Congress. 

* Review' STB’s method of data collection to ensure that all freight railroads 
are consistently and accurately reporting all revenues collected from 
shippers, including fuel snrcharges and other costs not explicitly captured 
in all railroad rate structures. 
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To ensure the efficiency and effectiveness of our nation’s freight system, 
we are making the following recommendation to the Secretary of 
Transportation: 

As DOT continues to develop a national freight policy and a possible 
federal policy response, consider strategies to (1) sustain the role of 
competitive market forces by creating a level playing field for all freight 
modes and (2) recognize the fiscally constrained federal funding 
environment by developing mechanisms to assess and maximize public 
benefits from federally financed freight transportation investments. 


Agency Comments STB provided written comments on a draft of this report. These comments 
® ^ • are presented and evaluated in appendix III. STB generally agreed with our 

and Our hi valuation assessment of the improving financial health of the freight railroad 

industry and potential public benefits for freight, rail infrastructure 
projects. However, STB disagreed with our recommendation to undertake 
a rigorous analysis of competitive markets in the rail industry because it 
believed the findings underlying the recommendation were inconclusive, 
their on-going efforts will address many of our concerns, and a rigorous 
analysis would divert, resources from other efforts. Specifically, STB stated 
that our recommendation w r as based on two findings — first, that rail rates 
have increased for some shippers and, second, that, the amount of traffic 
with rates reflecting high R/VC ratios has increased in some areas. STB 
stated that recent increases in rail rates are not surprising and that R/VC 
ratios can increase w'hen rates and costs are falling and that these findings 
do not suggest market abuses. STB also noted that it has several rule 
makings under w r ay related to the standard rate relief process and the 
simplified rate relief process. STB suggested that, given the limitations on 
its resources and the aggressive agenda already under w r ay, rather than 
undertake this competitive markets analysis, a more practical approach 
would be for STB to finish its reforms to ensure that captive shippers have 
an effective forum to seek rate relief if a railroad is charging unreasonable 
rates. Concerning our recommendation that STB review its method of data 
collection to ensure that, all freight railroads are consistently and 
accurately reporting all revenues collected from shippers, STB stated that 
the revenue in question represents a small portion of all revenues and that 
revenue data snbmitted by freight railroads are audited and otherwise 
checked to ensure quality. Furthermore, STB has initiated a rule making to 
improve the tracking of fuel surcharges. 

While STB’s efforts have been helpful, we continue to believe that STB 
should undertake a rigorous analysis of competitive markets to identify 
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the state of competition nationwide; in specific markets, determine 
whether the inappropriate exercise of market power is occuring; and, 
where appropriate, consider the range of actions available to address 
problems associated with the potential abuse of market, power. STB’s 
comments do not accurately characterize the underlying support for our 
recommendation. We did not base this recommendation on an increase in 
rail rates or suggest that rate increases alone suggest increased captivity. 
On the contrary, we recognize that rates have declined and that available 
measures suggest that the extent of captivity has dropped. Furthermore, 
STB’s response suggests that rail rates and the amount of traffic with high 
R/VC ratios were the only data we examined — they were not. We 
examined several factors, including data on the amount of tonnage 
originating in economic areas that have access to only one Class I railroad, 
data on the amount of tonnage traveling over 300 percent R/VC, and the 
amount of tonnage that originates in areas with access to only one Class I 
railroad and travels at rates that exceed the statutory threshold for rate 
relief. Our report explicitly acknowledges the limitations in the Carload 
Waybill Sample and of the proxy measures available for weighing 
captivity, including R/VC levels. At the same time, our analyses, when 
combined with comments from participants on our expert panel and 
interviews with shipper and railroad groups, suggest a reasonable 
possibility that shippers in selective markets may be paying excessive 
rates related to a lack of competition. This provides the impetus for STB — 
which has the statutory authority to inquire into and report, on railroad 
practices — to analyze competitive markets in the rail industry and, where 
appropriate, consider die range of actions to address problems associated 
with the potential abnse of market power. Also, this analysis would rely on 
more than sample data and could analyze the exercise of market power in 
specific markets. 

Regarding STB’s position that it has several rule makings under way that 
address many of our concerns, we commend STB for recognizing and 
taking action to address problems with the rate relief process, but w r e 
believe action is needed beyond improvements to the rate relief process. 
These rule makings, if implemented, are designed to improve the 
processes available to shippers, after shippers have been charged a rate 
that they consider to be unreasonable. In contrast, we believe that an 
analysis of the state of competition and the possible abuse of market 
pow 7 er, along with the range of options STB has to address competition 
issues, could more directly further legislatively defined goals to ensure 
effective competition among rail carriers as the preferred means to both 
promoting a soimd rail transportation system and maintaining reasonable 
rates. Regarding STB’s assertion that conducting a rigorous analysis of 
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competition would divert resources away from its on-going initiatives, w r e 
modified our draft to recommend that STB request additional resources 
from Congress if it determines it needs more resources to conduct an 
analysis of competition. We also believe that STB should review 7 its 
method of data collection to ensure that all freight railroads are 
consistently and accurately reporting all revenues. STB commented that it 
had already responded to this concern by proposing a standardized report 
for fuel surcharges; however, while we commend STB for its efforts to 
capture these data, w r e also note STB has not yet implemented 
standardized reporting of fuel surcharges and that other revenues besides 
fuel surcharges may not be included in the Waybill. STB also provided 
technical comments that we incorporated in this report, as appropriate. 

We requested comments on a draft of this report from the Acting Secretary 
of Transportation or her representative. On September 21, 2006, DOT 
officials, including the Deputy Associate Administrator for Policy, Federal 
Railroad Administration, and the Chief Economist, Office of 
Transportation Policy, Office of the Secretary, provided us with oral 
comments on the draft. In its comments, DOT emphasized the need for the 
report to clearly recognize the rationale and importance of differential 
pricing; the nature and relatively small extent of potentially unreasonable 
pricing in the rail freight marketplace; and the impact of capacity 
constraints on rail pricing and services. DOT also suggested that our 
report should recognize certain factors, including that competition 
between railroads is not possible in all markets because the level of 
demand may not support, more than one railroad, and that investment in 
freight rail infrastructure entails substantial private risk. In contrast, 
highway investment has been largely publicly financed. DOT did not take a 
position on our recommendation concerning the draft National Freight 
Policy, but stated that efforts are under way to develop more effective 
tools for gauging the extent to which proposed freight investments provide 
public benefits. DOT also endorsed the views contained in STBs 
September 15, 2006, letter (see app. III). We made changes to this report to 
reflect DOT ? s comments, as appropriate. DOT also provided a number of 
technical corrections, which we incorporated as appropriate. 


We will send copies to the appropriate congressional committees, the 
Chair and Vice-Chairs of the Surface Transportation Board, and the 
Secretary of Transportation. We will also make copies available to others 
on request. In addition, the report will be available at. no charge on the 
GAO Web site at http :/Avww.gao .gov. 
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If you or your staff has any questions, please contact me at (202) 512-2834 
or heckeij@gao.gov. Contact points for our Offices of Congressional 
Relations and Public Affairs may be found on the last page of this report. 
See appendix V for a list of major contributors to this report. 



JayEtta Z. Hecker 

Director, Physical Infrastructure Issues 
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List of Congressional Requesters 
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Co-Chairman, Committee on Commerce, Science, and Transportation 
United States Senate 

The Honorable Conrad Bums 
United States Senate 

The Honorable Byron Dorgan 
United States Senate 

The Honorable Frank Lautenberg 
United States Senate 

The Honorable Trent Lott 
United States Senate 

The Honorable John McCain 
United States Senate 

The Honorable Mark Piyor 
United States Senate 

The Honorable Gordon Smith 
United States Senate 
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Appendix II: Objectives, Scope, and 
Methodology 


We used the Surface Transportation Board’s (STB) Carload Waybill 
Sample to identify railroad rates from 1985 through 2004 (the latest rate 
data available at the time of our review), which w r e then analyzed to 
determine rate changes. The Carload Waybill Sample is a sample of 
railroad waybills (in general, documents prepared from bills of lading 
authorizing railroads to move shipments and collect freight charges) 
submitted by railroads annually. We used these data to obtain information 
on rail rates across the industry, for certain commodities and for certain 
routes by shipment size and length of haul. According to STB officials, 
revenues derived from the Carload Waybill Sample are not adjusted for 
such things as year-end rebates and refunds that may be provided by 
railroads to shippers that exceed certain volume commitments. 

Some railroad movements contained in the Carload Waybill Sample are 
governed by contracts between shippers and railroads. To avoid 
disclosure of confidential business information, STB disguises the 
revenues associated with these movements before making this information 
available to the public. Consistent with our statutory authority to obtain 
agency records, we obtained a version of the Carload Waybill Sample that 
did not disguise revenues associated with railroad movements made under 
contract Therefore, the rate analysis presented in this report presents a 
truer picture of rail rate trends titan analyses that may be based solely on 
publicly available information. Since much of the information contained in 
the Carload Way bill Sample is confidential, rail rates and other data 
contained in this report that were derived from this database have been 
aggregated at a level sufficient to protect this confidentiality. 

We used rate indexes and average rates to measure rate changes over 
time. A rate index attempts to measure price changes over time by holding 
constant the underlying collection of items that are consumed (in the 
context of this report, items shipped). This approach differs from 
comparing average rates in each year because, over time, higher- or lower- 
priced items can constitute different shares of the items consumed. 
Comparing average rates can confuse changes in prices with changes in 
the composition of the goods consumed. In the context of railroad 
transportation, rail rates and revenues per ton-mile are influenced, among 
other things, by the average length of haul. Therefore, comparisons of 
average rates over time can be influenced by changes in the mix of long- 
and short-haul traffic. Our rate indexes attempted to control for the 
distance factor by defining die underlying traffic as 2004 commodity flows 
between pairs of census regions. To examine the rate trends on specific 
traffic corridors, we first chose a level of geographic aggregation for 
corridor end points. We defined end points as the regional economic areas 
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Appendix II: Objectives, Scope, and 
Methodology 


defined by the Department of Commerce’s Bureau of Economic Analysis. 
An economic area is a collection of counties in and about a metropolitan 
area (or other center of economic activity); there are 179 economic areas' 
in the United States, and each of the nation’s 3,141 counties is included in 
an economic area. 2 We placed each corridor in one of three distance- 
related categories: 0 to 500 miles, 501 to 1,000 miles, and more than 1,000 
miles. Although these distance categories are somewhat arbitrary, they 
represent reasonable proxies for shortr, medium-, and long-distance 
shipments by rail. 

To determine the areas with access to one or more Class I railroads, we 
obtained railroad systems data from the Department of Transportation, 
which accounted for trackage rights, mergers, and other industry 
developments affecting access. For issues related to revenue-to-variable 
cost ratios, we used data from the Caiioad Waybill Sample to identify the 
specific revenues and variable costs and to compute R/VC ratios for the 
commodities and markets we examined. Using this information, we then 
identified those commodities and areas whose R/VC ratios were above or 
below the 180 percent R/VC level, as well as those areas above tire 300 
percent R/VC level. 

To identify the actions STB has taken to address competition and captivity 
concerns, we interviewed officials and reviewed information from all 
seven North American Class I railroads, several shipper groups and 
associations and STB officials; and we met with experts in the railroad 
industry. We reviewed characteristics of STB’s current rate relief process, 
as well as changes STB has made to the process, and conducted a 
comprehensive analysis of STB cases since 2000. We also held an expert 
panel through the National Academy of Sciences, consisting of 11 
individuals with expertise in the freight railroad industry and the 
economics of transportation deregulation. Moreover, we conducted a legal 
analysis of current statutes related to STB's authority. To discern potential 
alternatives, w r e reviewed pending legislation, testimonies before 
Congress, previous GAO reports, STB decisions, rule makings, and 
proposed rule makings, and conducted a summary analysis of interviews. 


Our analysis included 177 economic areas because we did not include (lie two economic 
areas in Alaska and Hawaii 

The Bureau of Economic Analysis updated definitions of each economic area in November 
2004. 
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To assess future freight demand and the freight railroad industry’s ability 
to meet such demand, we reviewed transportation planning literature and 
forecasts of future freight rail demand and capacity in the United States. 
This review also included state freight plans and major freight rail 
projects. We synthesized information on freight and freight rail, as well as 
various forecasts to identify similar and dissimilar themes. We also 
reviewed involvement by the federal government in freight railroad 
projects, including related legislation and funding decisions. We 
interviewed several state and federal transportation officials to gather 
further information on public-private partnerships, freight railroad 
projects, and DOT’S draft National Freight. Policy. We also interviewed 
freight railroad representatives, financial market analysts, national 
association representatives, and transportation experts. For selected 
public-private partnerships, we analyzed the genesis of such projects, 
motivations for involvement from the public and private sectors, and 
benefit-cost analyses that were conducted to support project funding 
decisions. 

We determined that the data used in this report were sufficiently reliable 
for the purpose of our review. We conducted our review from June 2005 to 
August 2006 in accordance with generally accepted government auditing 
standards. 
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Appendix III: Comments from the Surface 
Transportation Board 


Note: GAO comments 
supplementing those in 
the report text appear at 
the end of this appendix. 



(0ff|jr of tljf dtiaiimao 


Surface (Uranaportation Soarii 

Uaotjinflton, B.(S. 20423-0001 


September 1 5, 2006 


Ms. JayEtta Z. Hecker 
Director 

Physical Infrastructure Issues 
Government Accountability Office 
441 G Street, NW 
Washington, DC 20548 


Dear Ms. Hecker: 


The Surface Transportation Board has received the draft version of the 
Government Accountability Office (GAO) report entitled “Freight Railroads: Industry 
Health Has Improved, but Concerns about Competition and Captivity Should Be 
Addressed” (GAO-06- 1 057). 

We have reviewed the draft and are submitting the agency’s formal comments 
which are attached. If you have any questions, please contact William Huneke, Chief 
Economist and Associate Director, at 202-565-1538. 


We appreciate the opportunity to work with you on this matter. 



Charles D. Nottingham L/ 


Enclosure 

cc: Steve Cohen, Assistant Director, GAO 
Vice Chairman Mulvey 
Commissioner Buttrey 
William Huneke 
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See comment 1 . 


Comments of the Surface Transportation Board 

“Freight Railroads: Industry Health Has Improved, but Concerns about 
Competition and Captivity Should be Addressed” (GAO-06- 1 057) 

September 15, 2006 

The STB appreciates the opportunity to comment on this report and commends 
the GAO staff for their efforts in studying these complex issues. We are pleased with the 
report’s finding that the changes in the rail industry since the Staggers Act have been 
positive. As the report shows, railroads have seen their productivity and financial health 
improve, and inflation-adjusted rail rates have fallen as carriers have passed cost savings 
back to their customers. We share GAO’s concern that further rail investment is needed 
to meet the significant rise in demand predicted over the next 10 to 15 years, and that 
further investment would provide broad public benefits by improving highway traffic 
flow, air quality, and safety at the national, state and local levels. W? also agree with 
GAO’s ultimate finding that “widespread and fundamental changes to the relationship 
between the railroads and their customers are not needed.” 

Based on its national study into the state of competition, GAO offers two 
recommendations for Board action. One recommendation is that the Board review its 
data collection methods to ensure that all freight revenues are consistently and accurately 
reported. For example, the report highlights the current inconsistent treatment by 
railroads of their fuel surcharge revenues. The agency has already responded to this 
industry concern by proposing standardized monthly reports of Class I railroads’ fuel 
surcharges. Moreover, as GAO notes, the amount of revenues reported as “miscellaneous 
revenue” represents less than 1 . 5 % of the total freight rail revenue reported for 2004. 
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See comment 2. 


See comment 3. 


See comment 4. 


The Board will continue its ongoing efforts to ensure the accuracy and reliability 
of the data collected from railroads. Each year, the Class I railroads submit to the STB 
reports containing extensive financial and operational data needed to assist the agency in 
fulfilling its regulatory responsibilities. This information is audited and reviewed by the 
Board and by independent accounting firms. Railroads also submit waybill data for a 
sample of individual movements. The waybill data are carefully reviewed for accuracy 
each year by two contractors, and the Board conducts its own series of checks on the 
waybill data as well. If at any of these stages there appears to be inconsistent or 
questionable data, the reporting railroad is immediately contacted for clarification or 
correction. And where a significant recurring problem is detected, the STB will take the 
steps necessary to ensure it has the information it needs to cany out its statutory 
responsibilities. 

The other recommendation for the Board is that the STB conduct its own rigorous 
analysis of competitive markets to identify the state of competition nationwide; inquire 
into railroad pricing practices in specific markets where it finds evidence of an 
inappropriate exercise of market power; and consider actions to address any potential 
market abuses. This recommendation is based on two findings in the report: (1) that rail 
rates have increased in nominal terms since 1980 for some shippers; and (2) that, even 
though the overall extent of shipper captivity has dropped, the amount of traffic with 
rates reflecting high revenue-to- variable cost (R/VC) ratios has increased in some areas. 

These observations, however, do not suggest market abuses. The rate changes 
shown in this report have not been adjusted for inflation. The reported 9% increase in 
rates for grain shipments (from 1985 to 2004) has not kept pace with inflation over that 
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See comment 5 and 6. 


See comment 7. 


See comment 8. 


same time period. And the modest increase in rates from 2000 to 2004 is not surprising, 
given the escalation in costs during that time period. 

The analysis of R/VC ratios is also inconclusive. For example, in Figure 19, it is 
reported that the amount of grain traffic transported from Minot to Portland at rates with 
an R/VC ratio above 300% increased from 1985-2004. But as shown in Figure 9, even 
without accounting for inflation, grain rates per ton-mile from Minot to Portland had 
fallen. Thus, the change in R/VC ratios must be due to a drop in costs per ton-mile, as 
more grain is shipped in lower-cost shuttle trains or the railroad has implemented other 
cost-saving measures. R/VC ratios do not provide a reliable measure of changes in 
captivity over time, because they can increase even when rates are falling where a 
carrier’s costs are also falling. For example, as GAO has previously observed, if rail 
revenues are $2 and variable costs are SI, the R/VC ratio would be 200%. However, if 
revenues decreased to $1.50 and variable costs decreased to $0.50, the ratio becomes 
300%, Under this scenario, “although railroads have passed all cost reductions along to 
shippers in terms of lower rates, the increased R/VC ratio makes it appear as though the 
shipper is worse off.” GAO/RCED-99-93, Railroad Regulation at 65 (April 1999). 

It is noteworthy that the STB has several important rulemakings underway which 
bear directly on most of GAO’s concerns. Specifically, GAO reports widespread belief 
that the STB’s standard rate relief process is inaccessible to most shippers because it is 
too expensive, time consuming, and complex. Earlier this year, the agency instituted a 
rulemaking intended to resolve contentious issues in its standard rate relief process. If 
implemented, these changes should reduce the complexity of those cases and 
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See comment 8. 


See comment 9. 


See comment 6. 
See comment 1 0. 


dramatically reduce the cost by simplifying the evidentiary inquiry. Final rules will be 
issued this fall. 

GAO also concludes that the agency’s simplified guidelines - which were 
defended vigorously by the STB and the shipper community when challenged by the 
railroad community in federal court - have not proven effective because no captive 
shipper has used them. However, earlier this year the STB launched a major rulemaking 
to reform and modernize its simplified rate relief guidelines to ensure that all shippers 
have an effective forum to bring rate complaints. The proposed revisions are the 
culmination of public hearings and considerable internal study by STB staff. Comments 
from over 65 parties are expected by the end of this year, with final rules to follow early 
next year. These important reforms will be pursued concurrently with the agency’s 
regular docket of cases requiring Board adjudication. 

Given the aggressive agenda already underway at the Board, we are hesitant to 
divert resources and attention away from these pending initiatives to undertake another 
prolonged national study. GAO has already used its full resources to carefully review the 
only comprehensive dataset for railroad pricing; interviewed and reviewed information 
from the railroads, shippers, economists, and experts in the rail industry; and heard from 
a panel of experts in the freight rail industry and in the economics of freight rail 
transportation. Finding nothing conclusive, GAO recommends that this far-smaller 
agency conduct yet another analysis. Because most of GAO’s concerns involve the 
possibility that some shippers may be paying excessive rates, we believe that a far more 
practical approach is for the STB to finish the important reforms to its rate complaint 
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The following are GAO’s comments on the Surface Transportation Board’s 
letter dated September 15, 2006. 


GAO Comments 


STB commented that we conducted a national study into the state of 
competition. We did not conduct such a study. Our study included a 
broad focus on changes in the freight railroad industry since the 
Staggers Rail Act, the actions STB has taken to address concerns about 
competition and captivity, and future freight demand and capacity. The 
data we collected and analysis we performed — such as a review of rate 
changes over 20 years — were too broad to represent a national study 
of the state of competition. It is the limitations in the scope of our 
analysis of competition, along with limitations in the data available to 
us and a reasonable possibility that shippers in selected markets may 
be paying excessive rates, which led us to recommend that STB 
conduct a more rigorous analysis of competition. 


2. STB commented that it has already addressed our recommendation to 
improve data collection by proposing standardized monthly reports of 
fuel surcharges and also described its efforts to ensure the accuracy 
and reliability of data in the Waybill. We commend STB for its recent 
action on fuel surcharges, which occurred during our review, but we 
also note STB has not yet. implemented standardized reporting of fuel 
surcharges. In addition, other revenues besides fuel surcharges may 
not be included in the Waybill. Specifically, revenues generated 
through railcar auctions and congestion fees may not be included. 
While the reported miscellaneous revenue is a small percentage of all 
revenue, it is not known how- much miscellaneous revenue is not 
reported. Complete data would provide for more accurate tracking of 
railroad revenues and would help STB to obtain a clearer picture of 
actual fees paid by shippers. While we commend STB for its actions to 
audit and review Waybill data, these accuracy checks do not address 
our concern that STB is not collecting the full range of revenue data. 


3. STB commented that our recommendation for STB to conduct an 
analysis of competition is based on two findings — that rail rates have 
increased since 1980 and that the amount of traffic with high R/VC 
ratios has increased in some areas. Our recommendation is not based 
on these two findings, but on an analysis of multiple sources, such as 
data on the amount of tonnage originating in economic areas that have 
access to only one Class I railroad, data on the amount of tonnage 
traveling over 300 percent R/VC, and the amount of tonnage that 
originates in areas with access to only one Class I railroad and travels 
at rates that, exceed the statutory threshold for rate relief. This analysis 
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provides an important first step in assessing competitive markets 
nationally; but it is imperfect, given the limitations of measures used to 
weigh captivity and limitations in the Carload Waybill Sample. The 
results of our analysis, when combined with comments from 
participants on our expert panel and interviews with shipper and 
railroad groups, suggest a reasonable possibility that shippers in 
selective markets may be paying excessive rates related to a lack of 
competition in these markets. It is precisely the inconclusiveness of 
the available data — and STB’s authority and responsibility to monitor 
and ensure effective competition in the freight rail industry — that led 
us to recommend a rigorous analysis of competition by STB. Also, we 
examined rates since 1985, not 1980. 

4. STB commented that an increase in rates does not suggest market 
abuses and that the rate changes in our report were not adjusted for 
inflation. We agree that a change in a rate does not necessarily suggest 
the exercise of market power. While our rates were not adjusted for 
inflation, we constructed rate indexes, which account for changes in 
traffic patterns over time that could affect revenue statistics. We also 
included the price index for the GDP to provide a measure for 
inflation. However, our recommendation is not based on recent rate 
increases. Our recommendation is based on our analyses of multiple 
sources, such as data on the amount of tonnage originating in 
economic areas that have access to only one Class I railroad, data on 
the amount of tonnage traveling over 300 percent RA’C, and the 
amount of tonnage that originates in areas with access to only one 
Class I railroad and travels at rates that exceed the statutory threshold 
for rate relief. 

5. STB commented that figure 19 shows an increase in grain traffic which 
traveled at rates above 300 percent R/VC and figure 9 shows that grain 
rates per ton-mile had fallen along that same route, so the change in 
R/VC must be due to a drop in costs per ton-mile. We disagree that the 
change in R/VC in figure 19 must be due to a drop in costs per ton-mile. 
Figure 19 shows only the amount of traffic on the route that traveled at 
rates above 300 percent R/VC, while figure 9 shows the cents per ton- 
mile for all traffic along that route (not just traffic that traveled at rates 
above 300 percent R/VC). Therefore, the decrease in cents per ton mile 
shown in figure 9 may reflect a decrease in rates for traffic along that 
route that traveled at rates below 300 percent R/VC. 

6. STB commented that the measures used in our analysis are not 
conclusive. The fact that our analysis is inherently limited by available 
data and proxy measures lends more weight to our recommendation. 
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Specifically, our analysis provides an important first step in assessing 
competitive markets nationally, but it is imperfect given the limitations 
of measures used to weigh captivity and limitations in the Carload 
Waybill Sample. We do not conclusively state that there are shippers 
who are captive to one railroad and paying rates that reflect an abuse 
of market power. However, the results of our analysis, when combined 
with comments from participants on our expert panel and interviews 
with shipper and railroad groups, suggest a reasonable possibility that 
shippers in selective markets may be paying excessive rates related to 
a lack of competition in these markets. We believe that STB is the 
agency that has the authority and responsibility to conduct an inquiry 
into the potential abuse of market power and utilize its range of 
options to address competition issues. 

7. STB commented that R/VC levels do not provide a reliable measure of 
changes in captivity because they can increase when rates are falling. 
We agree that an analysis of R/VC levels is not a conclusive measure of 
the use of market power. However, the use of R/VC as an indicator of 
railroad pricing power is well-documented both by Congress in the 
Stagger’s Rail Act and by STB, which uses R/VC levels in its process for 
determining unreasonable rates. While we acknowledge tire limitations 
of the ratio in our report, and even include an example like the one 
cited above, we believe that RA T C ratios can be used as one of several 
proxy measure to determine potential captivity. In fact, STB refers to 
traffic traveling at or above 180 percent RA 7 C as “potentially captive.” 

8. STB commented that they have several important rule makings under 
way which bear directly on our concerns, including changes to the 
standard and simplified rate relief processes. While we commend STB 
for taking action to improve its rate relief processes, we note that 
these rule makings are designed to make changes to the standard and 
simplified rate relief processes and are not designed to analyze the 
state of competition or the possible abuse of market power. In 
contrast, we believe that an analysis of the state of competition or the 
possible abuse of market power, along with the range of options STB 
has to address competition issues, could more directly further 
legislatively defined goals to ensure effective competition among rail 
carriers as the preferred means to both promoting a sound rail 
transportation system and maintaining reasonable rates. 

9. STB commented that it is hesitant to divert, resources away from its 
pending initiatives to respond to our recommendation. We have 
modified our draft to recommend that, if STB determined that it needs 
more resources to undertake a rigorous analysis of competitive 
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markets to identify the state of competition nationwide, it should 
request additional resources from Congress. 

10. STB commented that, as a small agency, a more practical approach to 
addressing concerns about captive shippers would be for STB to 
continue reforming its rate complaint procedures, rather than conduct 
another analysis. While w r e commend STB for continuing its efforts to 
improve its standard and simplified rate relief processes, these rule 
makings will not address our concerns. Specifically, these rule 
makings are designed to improve processes available to shippers aj'ter 
they have been charged a rate they consider to be unreasonable; these 
rule makings are not designed to analyze the state of competition or 
the possible abuse of market power. In contrast, we believe that an 
analysis of the state of competition or the possible abuse of market 
power, along with the range of options STB has to address competition 
issues, could more directly further legislatively defined goals to ensure 
effective competition among rail carriers as the preferred means to 
both promoting a sound rail transportation system and maintaining 
reasonable rates. We believe that STB is the agency that is uniquely 
positioned to inquire into and report on railroad practices and could 
conduct an analysis of competition that would rely on more than 
sample data and could determine whether the inappropriate exercise 
of market power is occuring in specific markets. STB has the authority 
to subpoena witnesses and records. Following its inquiry, STB could 
also consider initiating a generally applicable rule making to address 
competition issues or prescribe specific remedies in response to a 
complaint. We recognize that STB has limited resources, and we have 
modified our draft to recommend that, if STB determines that it needs 
more resources to conduct an analysis of competition, it should 
request additional resources from Congress. 
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4-R Act 

Railroad Revitalization and Regulatory Reform Act 
of 1976 

AAR 

Association of American Railroads 

AFC 

Average Fixed Cost 

ATC 

Average Total Cost 

AVC 

Average V ariable Cost 

BEA 

Bureau ofEconomic Analysis 

BLS 
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Surface Transportation Board 
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Standard Transportation Commodity Code 

TFP 

Total Factor Productivity 

TTX 

TTX Company 

UP 

Union Pacific 

URCS 

Uniform Rail Costing System 

USC orU.S.C. 
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USO 

Universal Service Obligation 

USDA 

U.S. Department of Agriculture 
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EXECUTIVE SUMMARY 

A Study of Competition in the U.S. Freight 
Railroad Industry and Analysis of Proposals 
that Might Enhance Competition 

Introduction 

This report presents the findings of an independent study of the 
competitive state of the U.S. freight railroad industry performed by the 
study team assembled by Christensen Associates and commissioned by the 
U.S. Surface Transportation Board (STB). In conducting this study, the 
Christensen Associates study team has received cooperation from the STB 
and numerous railroad industry stakeholders including railroads, various 
shipper group organizations, numerous individual shippers, government 
organizations, academics, and other stakeholders. The study team also 
assembled an Advisory Panel with representatives from a broad cross- 
section of industries, groups, and stakeholders. While valuable insights 
and assistance were obtained by the study team from these various groups, 
no individual, government agency, railroad, shipper, or any other industry 
stakeholder has influenced the findings of this study. The findings 
presented and conclusions reached in this report are the professional 
judgments and opinions of the Christensen Associates railroad study team. 

The U.S. freight railroad industry has undergone a remarkable 
transformation since 1980 when Congress passed The Staggers Rail Act. 

In the decades preceding the passage of this seminal act, railroads suffered 
traffic losses that led to widespread insolvencies. The deregulation of the 
railroad industry ushered in increased market flexibility, competitive and 
differential rates for rail service, and a climate open to innovation. In the 
years following the passage of The Staggers Act, the railroad industry 
experienced dramatic reductions in costs and increased productivity, 
which yielded higher returns for carriers and lower inflation-adjusted rates 
for shippers. Thus both railroads and their customers benefited front 
regulatory reform. 

The 2006 GAO Report 

Despite the benefits of deregulation, including improved financial 
perfomtance of railroads and constant dollar rate declines, the railroad 
industry’s stakeholders continue to be concerned over competition, 
captivity, rates, service performance, and financial viability. Largely due 
to Congressional concern over the appropriate balancing of railroad and 
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shipper interests, and the continued viability and ability of the railroad 
industry to fulfill demands for its services, the U.S. Government 
Accountability Office (GAO) has issued several reports on the freight 
railroad industry since the passage of the Staggers Act: 


Policymakers continue to believe that the federal 
government should provide a viable process to protect 
shippers against unreasonably high rates, as well as 
address competition issues, while still balancing the 
interests of both railroads and shippers. Over the past 
10 years, significant consolidation has taken place in 
the freight railroad industry, while railroads — 
particularly Class I railroads — have seen their 
productivity and financial health improve. Railroad 
officials worry that any attempt to increase economic 
regulation will reduce carriers’ ability to earn sufficient 
revenues and limit future infrastructure investment. At 
the same time, a number of academic and government 
studies are predicting a significant increase in the 
demand for freight rail over the next 10 to 15 years. 1 

The 2006 GAO report noted that, after a long-term downward trend in 
railroad rates since passage of the Staggers Act, increases began to occur 
in the early 2000s: 


Between 1985 and 2000, rail rates generally declined, 
but then increased slightly from 2001 through 2004. 
Although rates have declined since 1985, they have not 
done so uniformly, and rates for some commodities arc 
significantly higher than rates for others. Several 
factors could have contributed to recent rate increases, 
including broad changes in the domestic and world 
economy, the emergence of a capacity constrained 
environment in which demand exceeds supply, and 
consolidation in the 1 990s in the industry leading to 
changes in competition. Other costs, such as fuel 
surcharges, have also shifted to shippers, ..." 


Government Accountability Office, Freight Railroads: Industry Health Has Improved, 
but Concerns about Competition and Capacity Should Be Addressed, GAO-07-94, 
October 6, 2006, pp. 1-2. 

z Government Accountability Office, Freight Railroads: Indus i try Health Has Improved, 
but Concerns about Competition and Capacity Should Be Addressed, GAO-07-94, 
October 6, 2006, p. 3, 
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The question posed by the GAO was whether the observed pattern in 
railroad rates was the reflection of economic market forces or “a possible 
abuse of market power:” 

Some concerns about competition and captivity in the 
industry remain because traffic is concentrated in 
fewer railroads. It is difficult to determine precisely 
how many shippers are captive because available 
proxy measures can overstate or understate captivity. 

In addition, STB does not accurately collect railroad 
revenue data. Nevertheless, our analysis of available 
measures indicates that the extent of captivity appears 
to be dropping, but the percentage of industry traffic 
traveling at rates substantially over the statutory 
threshold for rate relief has increased. For example, the 
amount of traffic traveling at rates over 300 percent of 
the railroad’s variable cost increased from 4 percent in 
1985 to 6 percent in 2004. Furthermore, some areas 
with access to one Class I railroad have higher 
percentages of traffic traveling at rates that exceed the 
statutory threshold for rate relief. These findings may 
reflect reasonable economic practices by the railroads 
in an environment of excess demand, or they may 
indicate a possible abuse of market power. 1 


The Current Study 

Based on these observations and concerns, the GAO recommended 
that the STB conduct a rigorous analysis of the state of U.S. railroad 
competition: 

We are recommending that STB conduct a rigorous 
analysis of the state of competition nationwide and, 
where appropriate, consider the range of actions 
available to address problems associated with the 
potential abuse of market power. 1 


" Government Accountability Office, Freight Railroads: Industry Health Has Improved, 
but Concerns about Competition and Capacity Should Be Addressed, GAO-07-94, 
October 6, 2006, p. 3. 

4 Government Accountability Office, Freight Railroads: Industry - Health Has Improved, 
but Concerns about Competition and Capacity Should Be Addressed, GAO-07-94, 
October 6, 2006, pp. 3-4. 
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In response to the GAO’s eall for further study, the STB released an RFP 
for an analysis of the current state of competition in the U.S. railroad 
industry. A contract was subsequently awarded to the team assembled by 
Christensen Associates. As part of this study, we were directed to consider 
actions to address problems associated with the exercise of market power 
in the railroad industry. 

Prior to initiating quantitative research, we conducted a qualitative 
research phase of our project. This qualitative phase primarily consisted of 
obtaining input from a broad spectrum of railroad industry stakeholders. 
The purpose of our qualitative research was to obtain railroad industry 
stakeholders’ input on the important issues facing the industry — e.g., 
competition, rates, capacity, service quality — and to ensure, to the extent 
possible," that these perspectives were considered in our study. We 
conducted our qualitative research in a manner that provided open access 
to any stakeholder who desired to provide input to us. We accomplished 
this through two approaches for soliciting input. First, wc initiated contact 
with stakeholders in various targeted groups and conducted interviews in 
person and also over the phone. In addition to initialing contact with 
stakeholders, wc established a website (wxvw.lrca.com/railroadstudy) to 
provide a means by which any interested party could reach us. We 
obtained extensive stakeholder input that greatly assisted in the focus of 
our research efforts and also indicated areas where further investigation is 
warranted. 

Our report is organized in three volumes: Volume 1 presents a 
description of the U.S. freight railroad industry. Volume 2 contains our 
quantitative analysis of industry competition, capacity, and service quality. 
Volume 3 presents our analysis of policy changes that others have 
proposed for the railroad industry. 

Organization of this Executive Summary 

In our approach to analyzing the competitive state of the U.S. 
freight railroad industry, we identified five fundamental questions. This 
Executive Summary reports the key findings of our study in relation to 
these questions: 

• What is the current state of competition in the U.S. railroad 
industry? 

• What arc the current and near future capacity constraints in the 
U.S. railroad industry? 

• How do competition and regulation in the railroad industry 
impact capacity investment? 


' Some of the issues raised by stakeholders were outside the seopc of our study, while 
data limitations prevented us from thoroughly examining a few issues. 
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• How do capacity constraints impact competition? 

• How do competition, capacity constraints, and other factors 
influence the quality of service? 

In focusing on these questions, our study also sheds light on whether the 
current situation reflects reasonable economic practices by the railroads. 
Addressing these questions also provides important input into our 
economic analysis of recent proposals for railroad industry policy changes. 
Our study finds that: 

• Class I railroads’ rates (real revenue per ton-mile) rose 
substantially above short-run marginal cost in 2006. 

• Economies of density and fixed costs require railroad pricing 
above short-run marginal cost to achieve revenue sufficiency. 

• For most years in the 1987 to 2006 period of our study, the 
Class I railroad industry does not appear to be earning above 
normal profit. 

• The increase in railroad rates experienced in recent years is the 
result of declining productivity growth and increased costs 
rather than the increased exercise of market power. 

• Railroads use differential pricing to recover their total costs. 

• Different commodity groups face different markups of railroad 
rates over marginal costs. 

• Within commodity groups, shippers with no or very limited 
transportation options tend to pay higher rates than shippers 
with the same shipment characteristics who enjoy more or 
belter transportation alternatives. 

• The ratio of revenue to URCS variable cost (R'VC) is w'cakly 
correlated with market structure factors that affect shipper 
“captivity,” and is not a reliable indicator of market 
dominance. 

• Capacity “tightness” is primarily due to congestion at terminals 
or other specific network locations. Terminal congestion in the 
2003-2005 period was linked to service performance declines 
during that time period. 

• Current market circumstances imply that providing significant 
rate relief to certain groups of shippers will likely result in rate 
increases for other shippers or threaten railroad financial 
viability. 

• Incremental policies such as reciprocal switching and terminal 
agreements have a greater likelihood of resolving shipper 
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concerns via competitive response, and have a lower risk of 
leading to adverse changes in industry structure, costs, and 
operations. 

• Some shippers will not benefit from efforts to enhance railroad 
competition, implying the necessity of continued regulatory 
oversight. 

While the GAO posed the question of whether recent performance 
of the U.S. freight railroad industry is indicative of “a possible abuse of 
market power,” our analysis provides evidence on whether there has been 
a change in the exercise of market power by U.S. railroads. By definition, 
the setting of price above marginal cost is what economists consider to be 
an exercise of market power, but exercise does not imply abuse. To 
address the question of whether there has been an ‘‘abuse of market 
power” would require judgments as to the fairness of the distribution of 
value between the railroads and the shippers, and on the distribution of the 
overhead cost collection among the shippers. These judgments are policy 
questions and not resolvable through economic analysis alone. Instead, wc 
have answered the economic questions of the extent to which recent 
railroad pricing behavior reflects changing cost conditions, and the extent 
to which it represents an increase in the overall exercise of market power. 
Furthermore, our analysis sheds light on how recent railroad pricing 
behavior has shifted the burden of overhead cost collection among the 
different sets of shippers. 


ESI Current State of Competition in U.S. Freight 
Railroad Industry 

Characteristics of U.S. Freight Railroad Traffic 

Since 1980, railroads have been gaining an increasing share of 
U.S. freight shipments (see Table ES-1). According to data complied by 
the U.S. Department of Transportation, railroads accounted for about 27 
percent of the ton-miles of U.S. freight moved in 1980. By 2005, the share 
of ton-miles attributed to railroads increased to about 38 percent. 6 


6 N ati on al T ran sp ortati on Statistics 2008, U.S, Dqi artm ent o f T ran sp ortati on , Res carch 
and Innovative Technology Administration, Bureau of Transporta tion Statistics. 
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Table ES-1 

Ton-Miles of Freight by Mode 7 



1980 

1985 

1990 

1995 

2000 

2005 

Total 

3,404,015 

3,313,968 

3,621,943 

4,104,235 

4,328,642 

4,537,921 

Air Carrier 

4,840 

6,710 

10,420 

12,720 

15,810 

15,731 

Intercity Truck 

629,675 

716,808 

848,779 

1,034,041 

1,192,825 

1,293,326 

Rail 

932,000 

876,209 

1 ,064,408 

1,317,010 

1,546,319 

1 ,733,777 

Domestic Water 

921,835 

892,971 

833,544 

807,728 

645,799 

591,276 

Pipeline 

915,666 

821,270 

864,792 

932,737 

927,889 

903,811 

Rail Share 

27% 

26% 

29% 

32% 

36% 

38% 


Table ES-2 indicates that a wide variety of commodities are transported by 
railroads. 


Table ES-2 

Rail Shipments by Commodity Grouping, 2007 s 

Tons Originated Gross Revenue 



(thousands) 

percent 

(millions) 

percent 

Coal 

849,630 

43.8% 

$11,471 

21.0% 

Chemicals & allied products 

177,612 

9.2% 

$6,885 

12.6% 

Farm products 

152,242 

7.8% 

$4,529 

8.3% 

Non-metallic minerals 

137,556 

7.1% 

$1,527 

2.8% 

Misc. mixed shipments* 

124,531 

6.4% 

$7,863 

14.4% 

Food & kindred products 

105,457 

5.4% 

$4,041 

7.4% 

Metallic ores 

59,162 

3.1% 

$542 

1.0% 

Metals & allied products 

57,046 

2.9% 

$2,353 

4.3% 

Petroleum & coke 

56,262 

2.9% 

$1,797 

3.3% 

Stone, clay, & glass products 

48,115 

2.5% 

$1,607 

2.9% 

Waste & scrap materials 

48,034 

2.5% 

$1,276 

2.3% 

Lumber & wood products 

36,152 

1.9% 

$1,987 

3.6% 

Pulp, paper, & allied products 

35,269 

1.8% 

$2,100 

3.8% 

Motor vehicle equipment 

3 1 ,682 

1.6% 

$4,016 

7.3% 

All other commodities 

20,989 

1.1% 

$2,642 

4.8% 

Total 

1,939,738 

100.0% 

$54,637 

100.0% 


* The misc. mixed shipments category consists primarily of intcrmodal shipments. 


In terms of tons originated, coal represents, by far, the largest proportion 
of railroad shipments. Chemicals, farm products, non-metal lie minerals, 
and miscellaneous mixed shipments arc also relatively large categories in 
terms of tons originated. Examining the proportions of railroad gross 


7 National Transportation Statistics 2008, U.S. Department of Transportation, Research 
and Innovative Technology Administration, Bureau of Transportation Statistics. 

s Class I Railroad Statistics, Association of American Railroad s, July 17, 2008. 
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revenues by commodity group, coal is still the largest category but, 
reflecting its low-value, bulk commodity status, does not stand out as 
much from the other commodity groups in terms of revenue as it docs in 
terms of tonnage. The miscellaneous mixed shipments category, which 
consists primarily of intermodal shipments, represented only 6.4 percent 
of 2007 tons originated but accounted for 14.4 percent of railroad 
revenues. 9 This is a reflection of the high value of intermodal railroad 
services. Other categories that represent relatively large proportions of 
railroad revenues include chemicals, farm products, food, and motor 
vehicle equipment. While railroads play a key role in overall U.S. freight 
shipments, shippers of certain commodities are especially reliant on rail 
transportation. For example, the Association of American Railroads 
(AAR) reports that 70 percent of domestically produced automobiles, 10 70 
percent of coal delivered to power plants, 1 1 and about 35 percent of the 
U.S. grain harvest all move by rail. 1 " 

Structure of U.S. Freight Railroad Industry 

Consolidations in the railroad industry have reduced the number of 
Class I railroads from about forty around the time of the passage of the 
Staggers Act to the current seven. 13 While the number of Class I railroads 
has declined, the total number of railroads has increased from about 490 in 
the mid-1980s to the current 559. 14 The number of Class I railroad 
employees declined from over 450,000 in 1980 to 167,000 in 2007. l!> Non- 
Class I employment has declined in proportion to Class I employment 
reductions so that the percent of industry employment by non -Cl ass I 
railroads has remained at approximately ten percent. 

Regional and shortline railroads own and/or operate an increasing 
proportion of the nation’s railroad infrastructure. Overall, both total miles 
of road owned and miles of road operated by all U.S. railroads have fallen 
between 1987 and 2006. However, both measures have fallen more 
sharply for Class 1 railroads than for all railroads in the U.S. Between 


9 Class I Railroad Staii sties. Association of American Railroads, July 17, 2008. 

1U “The Economic Impact of America’s Freight Railroads,” Association of American 
Railroads. August 2008, p. 2. The percentage reported here docs not include imported 
automobiles transported by railroad from ports on both coasts. 

11 “Railroads and Coal,” Association of American Railroads, July 2008. p. 3. 

12 “Railroads and Grain,” Association of American Railroads, July 2008, p. 5. 

1 '’ “The Effects of Rail Mergers on the Number of Class I Railroads and Shipper 
Captivity,” Association of American Railroads, August 2008, p. 1. 

14 “Railroad Ten- Year Trends,” American Association of Railroads, Vol. 7, p. 10; and 
“Class T Railroad Statistics , 2007,” Association of American Railroads. 

Ir> “Class I Railroad Statistics, 2007,” Association of American Railroads; “Railroad Ten- 
Year Trends,” Association of American Railroads, Vol. 7, p. 10, 
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1987 and 2006, miles of track operated declined by 18.9 percent for Class 
I railroads versus a decline of 5.9 percent for all U.S. railroads. Similarly, 
miles of track owned declined by 26.8 percent for Class I railroads versus 
a decline of 20.9 percent for all U.S. railroads over this period. 16 The 
proportions of total industry miles owned and miles operated by Class I 
railroads have fallen from over 80 percent of the industry totals in the 
1980s to about 77 percent (owned) and 70 percent (operated) today, as the 
number of smaller railroads has increased significantly over this period. 

As Figure ES-1 shows, the decline has recently been greater for the Class T 
proportion of miles operated, reflecting spinoffs in the operation of Class 
T-owned trackage to other railroad classes. 


Figure ES-1 

Class I Proportions of U.S. Railroad Miles of Track Owned and Operated 
1987-2006 



o Operated 


— — % Owned 


While total Class 1 miles of track have declined, usage of that track 
has intensified as Class 1 revenue ton-miles have grown continuously over 
the study time period. Between 1 987 and 1999, Class T net ton-miles grew 
by 51.5 percent, compared to a 19.9 percent decline in total track miles. 
Between 1999 and 2006, Class T net ton-miles grew by 23.1 percent, 
compared to a 1 .7 percent decline in total track miles. 17 

The increasingly intensive use of Class 1 track miles is illustrated 
in Figure ES-2, which charts the Class 1 ratio of net ton-miles to total track 


16 “Railroad Ten- Year Trends,” American Association of Railroads, Vol. 24, p. 10; 

“Class 1 Railroad Statistics, 2007,” Association of American Railroads; and “Railroad 
Ten- Year Trends,” American Association of Railroads, Vol. 7, p. 10. The reported values 
do not include data for Canadian railroads with U.S. operations. 

17 Net ton-inile data are from R-l Annual Reports, Schedule 755, Line 1 14, Column B, 
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miles. This increasingly intensive use of railroad networks results in lower 
per-unit costs — a reflection of economies of density. 


Figure ES-2 

Class I Ratio of Net Ton-Miles to Total Track Miles 
1987-2006 



Assessment of Shipper Captivity 

The analysis of shipper captivity in the 2006 GAO report includes 
the computation of shares of shipments generating revenues in excess of 
1 80 percent and 300 percent of TJRCS variable cost, and discussion of 
changes in those shares over lime. GAO presented its analysis in the 
context of the statutory role played by the 1 80 percent revenue/variable 
cost (R/VC) threshold in triggering rate reviews, and the limited 
availability of data to properly measure or serve as proxies for shipper 
captivity: 


Nevertheless, our analysis of available measures 
indicates that the extent of captivity appears to be 
dropping, but the percentage of industry traffic 
traveling at rates substantially over the statutory 
threshold for rate relief has increased. For example, the 
amount of traffic traveling at rates over 300 percent of 
the railroad’s variable cost increased from 4 percent in 
1985 to 6 percent in 2004. Furthermore, some areas 
with access to one Class I railroad have higher 
percentages of traffic traveling at rates that exceed the 
statutory threshold for rate relief. 18 


la Government Accountability Office, Freight Railroads : Industry Health lias Improved , 
but Concerns about Competition and Capacity Should Be Addressed, GAO-07-94, 
October 6, 2006, p. 3, 
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In Chapter 11, we examined 2000-2001 and 2005-2006 Carload 
Waybill Sample data and found that the fractions of tonnage and ton-miles 
exceeding 180 percent R/V C were relatively constant, but the fractions 
exceeding 300 percent R/VC increased. Our results are consistent with the 
direction of the GAO findings, though we obtained larger shares of high 
R/VC traffic for tonnage versus ton-miles (see Table ES-3). We also 
examined the shares of traffic traveling at rates less than 100 percent 
R/VC, which interestingly also increased slightly between the two 
periods. 19 


Table ES-3 

Percent of Tons and Ton-Miles by R/VC Category 
2000-2001 v. 2005-2006 Carload Waybill Sample Data 


Percent of Tons by R/VC Category 


Period 

R/VC < 100 
Percent 

R/VC between 

100 and 180 
Percent 

R/VC between 
180 and 300 
Percent 

R/VC > 300 
Percent 

Subtotal R/VC 
>180 Percent 

2000-2001 

14% 

44% 

31% 

12% 

43% 

2005-2006 

14% 

42% 

27% 

17% 

44% 



Percent of Tou-Miles by R/VC Category 


Period 

R/VC < 100 

R/VC between 

R/VC between 

R/VC > 300 

Subtotal R/VC 


Percent 

100 and 180 

180 and 300 

Percent 

>180 Percent 



Percent 

Percent 



2000-2001 

19% 

51% 

25% 

5% 

30% 

2005-2006 

20% 

51% 

21% 

9% 

29% 


R/VC Data Issues 

In Chapter 1 1 , we discussed two main issues with the R/VC data in 
the CWS that wc believe make this ratio an unreliable indicator of market- 
dominant behavior. First, there is evidence of methodological changes that 
might materially affect the measured shares of shipments exceeding 180 
percent R/VC. Second, captivity measures based on categorizing 
shipment-level R/VC (or markup) data arc dependent on alignment of 
actual and measured costs, particularly for high values of R/VC, and this 
appears to be problematic. 

R /V C ranges remain large even after aggregation over time and 
geography. For example, the county-level R/VC ratios for wheat 
shipments range from 43 percent to 757 percent. While substantial 
variation in actual R/VC is certainly possible, the R/VC variations are 
large relative to the estimated effects of the market structure factors in the 
pricing models. As we illustrate in Figures ES-3 and ES-4, the implication 


For tons, a small increase is not evident in Table 18-3 due to rounding. 
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is that much of the R/VC variation is related to factors other than market 
structure features that determine shipper captivity. 

R/VC and Market Structure Factors 

From an economic perspective, '‘relative captivity” arises for 
shippers whose next best alternatives do not effectively constrain railroad 
rates. The effects of captivity may be continuous and have no definite 
relationship to markup thresholds. For instance, a shipper may pay a rail 
rate under the 180 percent R/VC threshold and nevertheless experience a 
degree of “captivity” relative to other shippers with similar cost 
characteristics because other shippers have better access to intramodal or 
intermodal competition that results in lower rail rates. Conceptually, more 
appropriate measures of captivity should focus on the effects of the 
transportation market structure on rail rates — and, by extension, 
markups — rather than on markups as indicators, per se, of market- 
dominant behavior. In this regard, the GAO was justified in examining 
additional measures using information on market structure, such as rales 
and R/VC in areas without Class I railroad competition. 20 

Furthermore, the R/VC ratio does not appear to perform well as a 
proxy for conceptually more appropriate market structure measures. We 
find that R/VC is weakly related to measures of railroad and water 
competition. Table ES-4 shows correlations between county-level R/VC 
ratios and market structure factors for selected commodities. 

Table ES-4 

Correlations of Origin County* R/VC with Revenue Per Ton-Mile and 
Market Structure Factors, 2001-2006 Data, Selected Commodities 


Correlation Coefficient with R/VC Ratio 


Commodity 

Group 

KPTM 

Distance lo 
Water 
(Origin) 

Distance to 
Water 

(Destination) 

Railroad 
Competition at 
Origin 

Railroad 
Competition at 
Destination 

Econometric 

Market 

Structure 

Shifter 

Chemicals 

0.18 

-0.03 

-0.01 

-0.07 

0.01 

0.06 

Coal 

0.61 

-0.26 

0.03 

-0.25 

-0.13 

0.05 

Com 

0.23 

-0.01 

0.09 

0.00 

-0.06 

0.07 

Intermodal 

0.12 

-0.06 

0.13 

-0.04 

-0.20 

0.21 

Transportation 

0.16 

-0.18 

-0.18 

-0.05 

-0.02 

-0.10 

Wheat 

0.44 

0.09 

-0.04 

-0.05 

-0.02 

0.08 


* Note: Coal based on deslinalion ooanly dala. 


As reported in Chapter 12, our coal pricing models find evidence of strong 
competitive effects from railroad competition at the destination counties. 


“ Government Accountability Office, Freight Railroads: Industry Health Has Improved, 
hut Concerns about Competition and Capacity Should Be Addressed, i r AO-07-/4. 
October 6, 2006, p. 36. 
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but the correlation between county-level R/VC and our measure of 
destination competition is only -0.13. 

Using wheat as an example, the correlation between R/VC and the 
distance to water at origin in Table ES-4 is only 0.09. Comparing Figures 
ES-3 and ES-4 reveals this lack of correlation. Figure ES-3 shows 
relatively high R/VC ratios in some areas implicated in wheat shippers’ 
“captivity” complaints — notably, the far northern Plains — but not in other 
areas well-removed from water alternatives such as western Kansas. 

Figure ES-3 also shows high RVC ratios in Pacific Northwest counties 
and other areas that would be expected to have better modal alternatives. 
The pricing models for wheat imply a strong effect of distance from the 
origin county to water transportation on wheat rates; that effect dominates 
the market structure effect as seen in Figure ES-4. These results are typical 
of the weak relationships between RVC and market structure measures 
observed for other commodities. 

Figure ES-3 

R/VC Averages by Origin County for Wheat Shipments 
2001 -2006 Carload Waybill Sample 
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Figure ES-4 

County-Level Effects of Market Structure Variables in Wheat Pricing 
Models on Real Revenue per Ton-Mile 



Evaluating “Captivity” and Market Structure Factors 

The R/VC ratio, applied prudently, may be able to identify 
categories of shipments that travel at high rates relative to costs, but the 
R/VC ratio is not very useful as an indicator of the presence of market 
structure factors that would increase a shipper’s “captivity” to an 
individual railroad. The weak relationships between R/VC ratios and 
market structure factors illustrated in Table ES-4 imply that correctly 
assessing the presence of market-dominant behavior requires direct 
assessment of relevant market stmcture factors. Thus, regulatory reforms 
that would establish R/VC tests as the sole quantitative indicator of a 
railroad’s market dominance are not appropriate. 

In contrast, analyses of railroad rates (real revenue per ton-mile or 
RPTM) using data sources such as the CWS can indicate the effects of 
railroad and water competition factors on RPTM directly. These analyses 
permit us to identify market structure factors that have greater effects on 
RPTM by commodity, and also counties with combinations of market 
structure factors that will tend to increase a shipper’s relative captivity. 
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Trends in Rates 

While overall railroad prices were fairly stable-to-declining Tor a 
long period of time in the post-Staggcrs Act period, rates have increased 
substantially in the last few years. Figure ES-5 shows industry-wide rate 
indexes for the period 1987 through 2006. In addition to the industry-wide 
index constructed by the GAO, and the U.S. Bureau of Labor Statistics’ 
Producer Price Index, we constructed tw'O rate indexes from information 
contained in the Carload Waybill Sample. As described in Chapter 8, these 
two indexes are designed to address some of the conceptual weaknesses 
that have previously been attributed to the GAO index and the Producer 
Price Index. Because the GAO noted that there had been a substantial 
increase in miscellaneous charges in recent years, which may reflect fuel 
surcharge billings, we constructed one index based on freight revenues 
reported in the Carload Waybill Sample (“Freight Rate”), and a second 
index based on total revenue (including miscellaneous charges - 
“Frcight/Misc”). The indexes that we constructed showed very little 
overall price growth between 1987 and 2003, but, these rate indexes 
showed increases exceeding seven percent per year (in nominal dollars) 
between 2003 and 2006. The four reported rate indexes represent overall 
trends for the railroad industry, but do not reflect significant differences 
that exist among the rates paid by different commodities. Chapter 8 
(among several other chapters in Volume 2) provides more detail on rate 
changes by commodity. 


Figure ES-5 

Industry-Wide Indexes Constructed from Carload Waybill Sample 
1987 = 100 



- Freight Rate — ■ - ""Frai^hU'^isu — GAO — A--PPI 
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Trends in Input Prices and Productivity 

As illustrated in Figure ES-5 above, since the early 2000s, rates 
generally began to go up, creating questions about the exercise of market 
power in the increasingly concentrated railroad industry. 21 Much of the 
observed increase in rail rates can be explained by examining railroad 
industry input prices and productivity growth. 

The STB’s rail cost adjustment factor, unadjusted for productivity 
gains (RCAF-U) represents trends in railroad input prices. It is based on 
the All-Inclusive Index for Class T railroads, maintained by the 
Association of American Railroads (AAR). The All-Inclusive Index 
measures price changes for the major components of the railroad 
industry’s operating expenses — labor, fuel, materials and supplies, 
equipment rents, depreciation, interest, and other expenses. The second 
clement of the STB’s RCAF methodology is the productivity adjustment 
factor (PAF), which represents trends in output per unit of input. The final 
clement of this methodology is the productivity-adjusted rail cost 
adjustment factor (RCAF-A), which is obtained by dividing the RCAF-U 
by the PAF. By construction, RCAF-A measures trends in the railroad 
industry’s unit costs, as it represents the difference between input price 
growth and productivity growth. 

Figure ES-6 shows the quarterly RCAF-A from the Quarter 1 of 
1989 through the Quarter 2 of 2008. 

Figure ES-6 
RCAF-A, 1989-2008 


(IQ«9=I.(I00) 



~ For example, see Government Accountability Office, Freight Railroads Industry 
Health Has Improved, but Concerns about Competition and Capacity Should Be 
Addressed , GAO- 07- 94. October 6, 2006, pp. 11-15. 
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The RCAF-A scries illustrates the net impact of input price increases and 
productivity increases on the railroad industry’s unit costs. As detailed in 
Chapter 8, in recent years railroad input price growth has generally 
increased across most categories (not only fuel) and, at the same time, 
industry productivity growth has slowed. Thus, overall railroad unit costs, 
measured by RCAF-A have gone up in recent years after reaching a 
minimum in Quarter 3 of 2002. 

Table ES-5 provides details on the sources of railroad input price 
growth. Tt shows the average annual rates of nominal input price growth 
for labor, fuel, materials and services, equipment rents, depreciation, 
interest, and other expenses between Quarter 1 of 1994 (the first instance 
RCAF-U component detail was available) and Quarter 2 of 2008. This 
table also shows the average annual rates of input price growth for two 
sub-periods, Quarter 1 of 1994 to Quarter 3 of 2002 (when RCAF-A 
reached a minimum) and Quarter 3 of 2002 to Quarter 2 of 2008. The 
table illustrates that the increase in fuel costs has been much greater in the 
second sub-period. Flowever, with the exception of interest (which has 
only a cost weight of 2.7 percent in the 2008 RCAF-U), all other railroad 
input prices grew faster in the second sub-period than in the first sub- 
period. 


Table ES-5 

Growth in RCAF-U Components 
Average Annual Growth in Prices, 1994Q1-2008Q2 



1Q94-2Q08 

1Q94-3Q02 

3Q02-2Q08 

1Q00-2Q08 

Labor 

2.8% 

2.4% 

3.5% 

3.0% 

Fuel 

11.4% 

3,2% 

23.9% 

15.9% 

M&S 

3.2% 

0.6% 

7.0% 

5.1% 

Equip. Rents 

1.3% 

1.0% 

1.8% 

1.5% 

Depreciation 

2.3% 

0.7% 

4.8% 

3.2% 

Interest 

-2.8% 

-2.5% 

-3.3% 

-1.0% 

Other 

2.1% 

1.0% 

3.8% 

2.7% 

RCAF-U 

3.4% 

1.5% 

6.3% 

4.5% 


The productivity trends in the STB’s PAF measure generally 
follow railroad industry productivity trends measured by the U.S. Bureau 
ofLabor Statistics (BLS). The BLS maintains a multifactor productivity 
(MFP) index for the railroad industry, which extends back to 1959 (PAF is 
available only back to 1 989). The MFP index for railroads shows that 
while productivity increased during the pre-Slaggers era, there was a 
substantial increase in railroad productivity growth during the 1980s and 
into the 1990s. Beginning in the 1990s, the rate of productivity growth 
began to decrease (i.e., productivity growth was less rapid) ,to the point 
where productivity growth between 2003 and 2006 was below that 
achieved during the pre-Staggers era. Figure ES-7 shows the average 
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differential between railroad productivity growth and the productivity 
growth in the private business sector of the U.S. economy by decade. 
Railroad productivity growth was much more rapid than the productivity 
growth in the U.S. private business sector up until 2000, but since 2000 
the railroad industry and the U.S. private business sector have had very 
similar rates of productivity growth. 

Figure ES-7 

MFP Growth Differential: Railroad Industry v. Private Business Sector 


S.CC'o 



196(J-197(J 1970-1980 1980-1990 1990-2000 2000-2006 


Both the STB and BLS measures of the railroad industry’s 
productivity confirm a slowdown in industry productivity growth in this 
decade. One effect of this slowing productivity growth is a diminished 
ability of railroads to absorb increases in their input prices in recent years. 


Trends in Economic Costs 

Figure ES-8 provides information on Class T annual average total 
cost of shipping a ton-mile (ATC), as well as its components, average 
variable cost (AVC) and average fixed cost (AFC), based on R-l data. 
With the exception of 1991, ATC and AVC declined over the 1987-1996 
period. ATC and AVC increased between 1997 and 2000, and held 
roughly constant from 2001 to 2003. ATC then increased substantially in 
2004 and 2005, but declined slightly in 2006. AVC increased each year 
2004-2006. AFC held constant through 1994 and then increased modestly 
through 2003. More recently, AFC has increased substantially in 2004 and 
2005, as is consistent with the explanation of major road enhancements 
occurring over the 2004-2006 period. 22 


"" AFC decreased in 2006 from its peak in 2005, but its level remained high. 
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Figure ES-8 

Class I Average Total Cost, Average Variable Cost, and 
Average Fixed Cost 
(Year 2000 Dollars) 




If the recent increases in AVC and AFC arc transitory, due to 
construction projects, then ATC should decline substantially as the 
construction projects arc completed and as traffic volume and speed 
increase. Tf, however, the recent increases are permanent or reflective of 
changing shipment mix, then average total cost and the rales required to 
obtain revenue adequacy will remain at higher levels. 

Figure ES-9 presents three different markup ratios for the Class T 
railroad industry. The top series shows the ratio of the average revenue per 
ton-mile to marginal cost (RPTM/MC). This ratio reflects the extent to 
which market power is being exercised in the railroad industry. By 
definition, the setting of price above marginal cost is the exercise of 
market power, but exercise docs not imply abuse. The industry gained 
market power (i.e., increasing RPTM/MC ratio) primarily during the 
periods of marginal cost decreases, ceded some of that market power 
during the periods of cost increases associated with the large mergers, and 
maintained market power in the recent period of cost increases. The 
industry-wide RPTM/MC ratio peaked at 1 96 percent in 1 994 and has 
stabilized in recent years around 175 percent. 
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Figure ES-9 

Class I Industry Markup Ratios 



RPTM M C — a — RPTM /A VC — RPT M /ATC 


The second series in Figure ES-9 displays the revenue per ton-mile 
to average variable cost ratio (RPTM/ A VC). This ratio is conceptually 
equivalent to the revenue to variable cost ratio (R/V C) that is a threshold 
measure of market dominance in captive shipper rate cases. The 
RPTM/AVC ratio has gradually increased from 1 17 percent to 137 percent 
over the twenty-year study period. Interestingly, we note that the industry- 
wide RPTM/AVC measure remains well below the 1 80 percent R/VC 
threshold used by the STB in captive shipper rate cases. We further note 
that the RPTM/AVC ratio does not track very well with the market power 
indicator of RPTM/MC. This lack of correspondence may be indicative of 
the weakness of the R/VC measure as an indicator of market power 
abuse."' 

The third series in Figure ES-9 shows the revenue per ton-mile to 
average total cost ratio (RPTM/ATC). This graph conveys the information 
about revenue sufficiency for the overall industry. Values of the 
RPTM/ATC ratio greater than or equal to 100 percent indicate that 
revenues arc greater than or equal to total costs, while values less than 100 
percent imply that revenues are insufficient to cover total costs. The graph, 
based on R-l data, show's that the industiy has remained close to being 
revenue adequate for most years in our study, but more often than not it 
has fallen short. 

Figure ES-10 changes the vertical scale to focus on the 
RPTM/ATC ratio for the Class I railroad industry. As noted above, this 
ratio is a measure of industry revenue sufficiency (indicated by 


i3 Wc are not suggesting that the aggregate average rate to the aggregate average variable 
cost ratio presented in Figure ES-9 is the appropriate R/VC measure for rate eases. The 
R/VC measure used in rate cases is market-, shipper-, railroad-, and route-specific. We 
further note that the R/VC measure is based on the Uniform Rail Costing System 
(URCS), while our RPTM/AVC ratio is based on R-l data. 
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RPTM/ATC = 100 percent). It can be seen that the industry has flirted 
with revenue sufficiency for a number ofyears, but has only achieved or 
surpassed it a few times in the mid-1990s and in 2006 (1993 = 100.0%, 
1994 = 101.7%, 1996 = 100.0%, 2006 =104.1%). 2 ' 1 Furthermore, the 2006 
value of RPTM/ATC was preceded by a sizeable drop in 2004, which was 
the RPTM/ATC ratio’s lowest point since 1991. 

Figure ES-1 0 

Class I Industry Ratio of Average RPTM to Average Total Cost 



■Rl'TM/ATC 


Figure ES-1 1 displays the Lerner Index for the Class I railroad 
industry. 25 It shows that between 1 987 and 1 994, pricing power steadily 
increased. However, the industry was still below revenue sufficiency 
during most of this period until 1994 (see Figure ES-10). Thus, the 
rapidly-increasing LMI docs not indicate that market power has been 
exercised by railroads with resulting excess profits, but rather indicates a 
movement toward revenue sufficiency. As detailed in Chapter 10, front 
1995 to 1999, the LMI generally decreased with increasing marginal 


“ 4 We note that the measures of costs that we develop from the R-l data do not include 
any current assets, such as cash. Furthermore, our calculations are based on some 
variables defined for the econometric analysis undertaken in Chapter 9 and may not 
conform to a conventional financial analysis. Thus, the ratio of revenue to cost presented 
in Figure LS-10 is revealing, but should not be viewed as the definitive indicator of 
revenue sufficiency. Also, as repotted in Chapter 10, when the railroads are examined 
individually, we find that BNSF and NS each had thirteen of twenty years where the R-l 
repotted revenues matched or exceeded costs, UP had eight of twenty years with 
revenues greater than or equal to costs, and CSX had only three revenue- sufficient years 
in the time frame of our analysis. 

The Lerner Index is defined as the ratio of the difference between price and marginal 
cost to the price, which in this case is equal to (RPTM - MC) / RPTM. As discussed in 
Chapter 10, the Lerner Index is a measure of market power. The Lerner Index is also 
known as the Lcmcr Markup Index or the Lerner Market Power Index, and it is 
sometimes abbreviated as LMI in this report and elsewhere in the literature. 
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costs.. Between 2000 and 2003, there was some recovery of the industry’s 
pricing power, largely resulting from declining marginal costs as 
documented in Chapter 10. Again, however, viewing these results in the 
context of revenue sufficiency, this run-up in the LMT does not correspond 
to railroads achieving excessive levels of profit. Since 2003, the LMI has 
remained relatively constant as prices and marginal costs have moved in 
parallel — i.e., price increases since 2003 have largely matched marginal 
cost increases. 


Figure ES-1 1 

Railroad Industry Lerner Markup Index 



■ Lerner Index 


Economies of Density and Differential Pricing by 
Commodity 

Economies of density arise when the average cost of serving 
customers decreases as the volume of business increases over a network. 
When economics of density arc present, marginal cost pricing docs not 
produce enough revenue to cover a firm’s total cost, and alternative 
pricing or funding mechanisms must be found. Differential pricing (i.c., 
charging different price markups over marginal costs to different 
customers or customer classes) is recognized in the economic literature as 
a pricing method that might be used to achieve revenue sufficiency in the 
presence of economics of density. 

As is the case with other network industries, the railroad industry 
engages in differential pricing, where different customer groups face 
different levels of price markups over marginal costs. Since the passage of 
the Staggers Act, freight rail transportation rates have been largely 
deregulated, as discussed in Chapter 20, with the Surface Transportation 
Board providing a regulatory backstop for captive shippers. As the 
quotation below illustrates, differential pricing is acknowdedged by policy 
as a method by which railroads achieve revenue adequacy, with the STB 
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determining whether the degree of differential pricing is reasonable if a 
rate is challenged. 


When there is a challenge to the reasonableness of a 
rail rate charged for captive traffic, [the STB’s] 
regulatory task is to determine whether the degree of 
differential pricing-i.e„ the amount by which the 
revenues derived from the traffic at issue exceed the 
long-run marginal cost (LRMC) of handling the 
traffic — is reasonable. 26 

Tabic ES-6 shows the estimated median-adjusted marginal costs 
and markups (LMls) by commodity for the 2001-2003 and 2004-2006 
periods. 


Table ES-6 

Estimated Median-Adjusted MarginalCosts and Markups, 
2001-2003 AND 2004-2006CLASS I Railroads 


Commodity 

LMT 

2001-2003 2004-2006 

Adjusted MC 
(2000 Q1 cents) 
2001-2003 2004-2006 

Farm Products (Aggregate) 

0.61 

0.61 

0.9 

0.9 

Barley 

0.68 

0.75 

0.7 

0.6 

Corn 

0.71 

0.73 

0.7 

0.6 

Wheat 

0.67 

0.71 

0.8 

0.7 

Soybeans 

0.63 

0.58 

0.9 

1.0 

Metallic Ores 

0.46 

0.51 

2.1 

2.3 

Coal 

0.41 

0.41 

1.1 

1.1 

Non-mctallic Minerals 

0.52 

0.39 

1.8 

2.2 

Food Products 

0.59 

0.60 

1.2 

1.2 

Lumber & Wood Products 

0.64 

0.63 

1.4 

1.4 

Chemicals 

0.63 

0.59 

1.6 

1.6 

Petroleum & Coal Products 

0.64 

0.60 

1.6 

1.5 

Clay, Concrete, Glass, & Stone 

0.60 

0.60 

1.7 

1.8 

Primary Metal Products 

0.59 

0.59 

1.8 

2.1 

T ransport ati on Equi pment 

0.55 

0.51 

5.1 

5.4 

Tntcrmodal (COFC/TOFC) 

-0.36 

-0.35 

4.3 

4.5 


The marginal cost and markup estimates presented in Table ES-6 provide 
an indication of whether recent rate increases have been mainly cost- 
driven or markup-driven. With respect to marginal costs, it shows that 
despite the industry-wide increase in marginal costs in 2004-2006 (see 
Chapter 10), different patterns appear across the listed commodities. Some 


Rate Guidelines — Non-Coal Proceedings, Ex Parte No. 347 (Sub-No. 2) (STB served. 
December 31, 1996), p. 4. 
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shippers apparently were able to avoid, to some extent, the “generic” 27 
increases in costs by adopting lower-cost shipment characteristics. For 
example, wc observe that average car loadings and length of haul 
increased materially for coal shipments between the 2001-2003 and 2004- 
2006 periods, partly due to the increasing share of Powder River Basin 
coal in total coal shipments. These cost-saving changes in shipment 
characteristics for coal helped to offset the generic increase in marginal 
cost per ton-mile in the latter period. Thus, the adjusted marginal costs for 
coal are relatively constant across the tw'O periods; the adjusted marginal 
cost would have been higher in the latter period without the cost-reducing 
changes in coal shipment characteristics. However, the data presented in 
Tabic ES-6 do not reflect any adjustment costs that coal shippers (or other 
shippers for that matter) may have incurred in adopting lower-cost 
shipment characteristics. In contrast, shipments of non-mctallic minerals 
and primary metal products did not exhibit substantial cost-saving changes 
in their tons per car and lcngth-of-haul characteristics between the two 
periods; with little offset from shipment-characteristic changes, the 
estimated marginal costs for these tw'O commodity groups increased in the 
latter period. 

We believe that our negative LMI estimates for intemrodal 
shipments arc anomalies resulting from data limitations for intcrmodal 
shipment characteristics in the CWS dataset. Tntemiodal shipments have 
some low-cost characteristics that arc not included in the CWS dataset and 
therefore cannot be incorporated in our estimated pricing models and 
adjusted marginal cost calculations. Inlermodal shipments are billed and 
recorded as single-carload shipments, but tend to travel long distances as a 
unit, thereby avoiding substantial switching and classification costs typical 
of non-intermodal, single-carload shipments. Additional data on 
inlermodal shipments, including service characteristics, would produce 
more accurate estimates of the actual markups for intermodal shipments. 
Since intermodal shipments represent a large share of the railroad 
industry’s revenues, improved data collection on these shipments is highly 
desirable. We expect that with better information on intermodal 
shipments’ actual costs our pricing models would yield positive estimated 
markups for intermodal shipments, but still relatively low markups 
compared to other commodities. 

The estimated LMls are unchanged or declining from 2001-2003 
to 2004-2006 for 10 of the 16 commodity groups. Three oflhe LMI 
increases are for grains that already had high estimated markups. The flat 
or declining LMIs for major commodity groups are consistent with the 
findings from Chapter 10 that railroads’ exercise of market powur tends to 
increase in periods of declining marginal cost. With the exceptions noted 


We use the term “generic” to refer to industry-wide increases across commodities. 
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above, our estimates suggest pass-through of costs or some margin 
reductions when marginal costs are increasing. 28 

It should be noted that the relatively constant or declining LMIs for 
commodities other than grains do not reflect constant shipment 
characteristics. In our qualitative research phase, we heard from shippers 
(particularly coal shippers) who noted that long-term, low-priced rail 
contracts had expired in this time frame and were replaced by higher- 
priced contracts or tariff rates. Such changes increase incentives for 
shippers to form shipments with lower-cost characteristics to partly offset 
the less favorable terms. We observe material shifts to lower-cost 
characteristics for various commodities in the CWS data, suggesting that 
shippers as a whole have some ability to substitute less costly shipment 
characteristics. However, shippers who are unable to adjust their shipping 
practices towards low'cr-cost characteristics may face substantial rate 
increases in periods of increasing industry costs. 

From our analysis of particular commodity groups, we find 
generally expected effects on rail rates from increasing railroad 
competition at the origin and from increasing the distance from the origin 
to the nearest available water transportation. That is, rates generally tend 
to be lower given increased competition from other railroads or from 
increased proximity to w'atcr transportation alternatives at the origin, and 
higher for shippers with more limited railroad and water options at the 
origin. However, the existence of competitive responses is double-edged. 
Such responses illustrate the extent to which shippers who lack railroad or 
inlermodal alternatives are at least relatively "captive” and pay higher 
rates (which may or may not exceed quantitative markup thresholds for 
market-dominance tests) for shipments with the same cost characteristics 
as those of more favorably situated shippers. Furthermore, in situations 
where other modes of transportation, such as water (and not potential 
railroad competition), provide the effective constraint on rail rates, 
policies to enhance railroad competition will not benefit captive shippers. 

The result that shippers with fewer transportation alternatives pay 
higher rates is not unexpected in light of our findings from the industry- 
wide variable cost model of Chapter 9 and the constrained market- 
dominance model of Chapter 1 1 . Railroads’ economies of density imply 
that they must implement positive markups over marginal cost per ton- 
mile, on average, in order to cover their total variable and "quasi-fixed” 
costs. Employing such local market pow'er as is available is one means by 
w'hich railroads achieve “revenue adequacy.” 

From Chapters 1 1 through 1 5, our results with respect to a single 
railroad serving the origin county indicate that rail rates are commonly 


' Long-term contracts may contribute to the stickiness of rates to the extent that they do 
not allow for the pass-through of railroad cost increases to shippers. 
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higher than they would be in the presence of even very limited railroad 
competition. Railroads appear to exercise some degree of local market 
power where possible, but arc tempered by the prospect that large markups 
may elicit regulatory attention if not direct intervention. That is, monopoly 
railroads may effectively cede some market power to avoid regulatory 
scrutiny. 


Financial Viability 

By nearly all measures, the performance of the railroad industry 
has improved dramatically since the passage of the Staggers Act. The 
2006 GAO report notes that “[t]hcrc is widespread consensus that the 
freight rail industry had benefited from the Staggers Rail Act,” and that 
“[freight railroads’ improved financial health is illustrated by a general 
increase in return on investment since 1980, ...”“ 9 

The results of our econometric analysis of the railroad industry ’ s 
revenue sufficiency arc generally consistent with the benchmarking of 
railroad financial performance we performed in Chapter 8. We examined 
the railroad industry's earnings relative to the STB’s determination of the 
industry’s cost of equity and also relative to the earnings of benchmark 
industries. Regarding the comparison to the STB’s determination of the 
cost of equity, we note that there was controversy surrounding the CAPM 
methodology recently adopted by the STB for determining a railroad’s 
cost of equity. ’ 0 Recognizing this controversy, a comparison of return on 
shareholders’ equity for railroads to the STB’s CAPM measure of the cost 
of equity for railroads, shows returns in excess of the cost of equity from 
2000 through 2005 (with variation by individual railroad). However, using 
the STB’s previous DCF method shows that railroads did not earn their 
cost of capital over the period of analysis ( 1 997 to 2005). Given the 
methodological controversies and the divergence of these results, our 
assessment is that it is difficult to draw conclusions about whether the 
railroad industry has generated excessive profits, particularly when earlier 
observations using either the DCF or the CAPM methodology had shown 
the opposite result. 

Although the railroad industry’s earnings have increased in recent 
years, they do not appear to be excessive from a financial market 
perspective. Among the financial metrics we examined, one commonly 


" y Government Accountability Office, Freight Railroads Industry- Health lias Improved, 
hut Concerns about Competition and Capacity Should Be Addressed. GAO-07-94, 
October 6, 2006, p. 9. We provide a more complete discussion of the railroad industry’s 
financial performance in Chapter 8. 

3U For example, see Petition of the Association of American Railroads to Institute a 
Rulemaking Proceeding to Adopt a Replacement Cost Methodology to Determine 
Railroad Revenue Adequacy, May 1, 2008. 
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cited financial measure is earnings per share (EPS). We found that over 
our analysis period, 1 997 to 2006, there were many similarities among the 
financial performances of the railroad industry, the electric utilities 
industry, and the S&P 500 composite. Figure ES-12 shows that, in the last 
few years, the upward trend in the railroad industry’s EPS is somewhat 
greater than the trend shown for the S&P 500 composite. 31 


Figure ES-12 
Earnings per share 
1997-2006 



ES2 Current and Near-Future Capacity Constraints 

A railroad’s capacity can be generally thought of as anything that 
affects a railroad’s ability to transport shipments (in a given amount of 
time) over its network. Thus, capacity is analogous to the factors affecting 
throughput in a communications or data network. From a physical inputs 
perspective, factors that affect a railroad’s ability to transport shipments 
generally depend on the amount of capital (c.g., way and structures, 
railcars, locomotives, and signaling systems) and labor of various skill 
levels employed by the railroad. The amount of effective capacity 
available to provide services from a given quantity of production inputs 
(i.e., productivity) will be affected by factors such as technological 
innovations (often embodied in capital), work rules and other regulations, 
railroad operating practices, and learning by doing. The railroad’s ability 
to adjust capacity depends on its ability to adjust these various types of 
capital and labor inputs as well as other attributes, with some more easily 
adjusted than others. 


' The electric utilities and railroad industries showed very similar EPS growth between 
1997 and 2004. 
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A very important influence on a railroad's capacity is the existence 
of congestion at points in its network. In fact, while other measures of 
capacity along a given route may indicate sufficient capacity to meet 
demand, congestion at terminals, ports, highly congested urban areas, or 
other specific network locations is often a binding constraint on the 
utilization of route or network capacity. ’" Moreover, congestion at these 
localized points often affects network-wide performance. This is similar to 
the effects of blocking or congestion in other types of networks. For 
example, congestion at specific points in communications and data 
networks caused by capacity limits in switches or routers creates a 
restriction in network throughput despite the virtually unlimited capacity 
of fiber optic cable. 

Tn Chapter 1 6 we conclude that, from numerous perspectives, there 
currently do not appear to be global or nctwork-widc rail capacity 
constraints. Rather, as often occurs in network industries, congestion at 
various points or corridors in railroad networks appears to be the major 
culprit in capacity-related performance issues over the last ten years.” 
Front a network-wide perspective, as discussed above, Class I total track 
mileage has stabilized over the last ten years, and the usage of track has 
become more intense as ton-miles per mile of track has grown 
continuously. Other studies have found that rail corridors arc generally not 
constrained and our econometric results indicate that, in the aggregate, 
excess way and structures capacity exists. However, while such results can 
eliminate potential reasons for network congestion, congestion at 
terminals or other specific network locations is often a binding constraint 
on the utilization of route capacity or network-wide capacity. For example, 
w>e found increases in terminal congestion (with each Class I railroad 
having specific terminals that were particularly affected) in the 2003-2005 
period were linked to service performance issues during that time period. 

In September of 2007, Cambridge Systcmatics published a study 
sponsored by the Association of American Railroads on railroad 
infrastructure needs.’ 4 This study shows few current problems with 
available freight railroad infrastructure capacity as 88 percent of corridor 
mileage is below capacity, and less than one percent is above capacity. 

Our Class 1 industry variable cost function results from Chapter 9 (and 
also reported in Chapter 16) show that the industry as a whole still has an 
excess amount of way and structures capital. These results arc consistent 


32 James McClellan, “Railroad Capacity issues." in Research to Enhance Rail Network 
Performance . Transportation Research Board. 2007, p. .32. 

33 The investigation of railroad network congestion is limited, to some extent, by data 
availability. As we indicate below. Burton has developed a promising approach to 
evaluate the need for additional investment at particular network locations, 

34 Cambridge Systcmatics, National Rail Freight Infrastructure Capacity and Investment 
Slutfy , prepared for the Association of American Railroads, September 2007. 
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with the conclusion reached by a number of economic researchers that the 
railroad industry still has a considerable amount of overall excess 
capacity,' 1 3 and the Cambridge Systcmatics study that concludes there 
presently is more than adequate capacity on most railroad network 
corridors. It is important to note, however, that these studies do not imply 
or conclude that there are no localized capacity shortages or choke points 
on individual segments of a railroad’s network. 

The result that railroads do not suffer from an overall capacity 
shortage (despite localized constraints) is not surprising given the 
“lump mess” of most railroad capital investments. As noted in Chapter 3, 
network industries, including the railroad industry, often are capital- 
intensive and need to make capital investments in large increments. 
Furthermore, once these investments are made the capital is either costly 
to remove or its resale value is small. For these reasons, the amount of 
capital being used at any one time will not necessarily be at its optimal 
level, resulting in either an excess or shortage of capacity. 

Regarding congestion at localized points in railroad networks, we 
examined the terminal dwell time data in the Railroad Performance 
Measures (RPM) dataset. 36 The RPM data indicate that, while each 
railroad has a somewhat unique pattern, one similarity that stands out is a 
general increase in terminal dwell times in the 2003-2004 period, followed 
by a decline in dwell times in 2005. The general increase in terminal dwell 
times during the mid-2000s indicates greater congestion at particular 
points in the railroad networks. Moreover, individual terminals differed 
considerably in the variability of their dwell times, suggesting that those 
terminals with the longest dwell times and largest variability might be 
affected by capacity constraints. Other descriptive measures indicate that 
the late 1990s and early 2000s witnessed declines in the railcar fleet, offset 
by greater railcar capacity, and increases in locomotive units and 
horsepower. 


35 For example, see Ann F. Friedlaender, Ernst R. Bemdt, Judy Shaw-Er Wang Chiang, 
Mark Showalter, and Christopher A. Vellturo, “Rail Costs and Capital Adjustments in a 
Quasi-Regulated Environment,” Journal of Transport Economics and Policy, May 1993, 
pp. 131-152; and John D. Ritzan and Theodore Keeler, “Economics of Density and 
Regulatory Change in the U.S. Railroad Freight Industry,” Journal of Law and 
Economics, February 2007, pp. 157-179. 

36 Association of American Railroads, at http ://www. railroadprn.org/Definitions.aspx: 

Terminal Dwell is the average time a car resides at the specified terminal 
location expressed in hours. The measurement begins with a customer release, 
received interchange, or train arrival event and ends with a customer placement 
(actual or constructive), delivered or offered in interchange, or train departure 
event. Cars that move through a terminal on a run-through train are excluded, as 
arc stored, bad ordered, and maintenance of way cars. 

Chapter 16 notes some limitations of the RPM terminal dwell time data. 
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A recent study by the Rand C orporation noted that, in order to 
determine capacity needs at particular points of the network, much more 
detailed information on the network is required than what is currently 
publicly available/ Burton developed a promising approach to evaluate 
the need for and cost ol' additional railroad capacity at particular points ol' 
the railroad network. 38 His approach is based on a statistical analysis of 
railroad traffic levels on particular route segments and the characteristics 
of those route segments. Using a cross-section of route segments, he 
developed an econometric model that can be used to predict the available 
capacity on different network segments based on observed traffic data. 

Regarding future capacity constraints, we concluded that recent 
increases in railroad capital spending, combined with a relatively weak 
economy, indicate that any capacity tightness that may have existed at the 
beginning of this decade has likely loosened in recent years. Thus, with 
the caveat that congestion issues are likely to continue to exist at localized 
points and cause service performance issues, near-term system wide 
railroad capacity constraints are not likely to be a major issue. Regarding 
the longer-term forecasts of capacity constraints, we concluded that 
forecasting capacity needs thirty years into the future (as is done in the 
Cambridge Systematics study) is difficult, at best, and is very sensitive to 
projections of future economic activity. Thus, it is our assessment that one 
must treat these forecasts of future capacity needs as tentative, at best, 
particularly given the current economic climate the U.S. 

ES3 Capacity Investment 

As discussed above, our analysis of railroad capacity indicates that 
while there is currently no systematic shortage of capacity in the railroad 
industry, there is evidence of localized capacity problems at various points 
in the rail network. Although the Cambridge Systematics study concluded 
that infrastructure investment of $148 billion (in 2007 dollars) would be 
needed to keep pace with projected economic growth in the United States 
along with the U.S. Department of Transportation’s forecasts for railroad 
transportation demand, this study also showed that there currently arc very 
few capacity problems in the rail network. Furthermore, this study’s 
projected infrastructure investment requirement was based on a thirty-year 
forecast of railroad transportation demand. Over the thirty-year forecast 
period, if actual demand for freight railroad transportation matches the 
forecast, and if there are no additions to railroad capacity during the 
intervening time period, 30 percent of rail corridor mileage will be above 


37 Brian A. Weatherford. Henry H. Willis, and David S. Ortiz. Infrastructure, Safety, and 
Environment: A Review of Capacity and Performance Data. Rand Corporation, 200k. p. 
xii. 

33 Mark 1. Burton, “Measuring the Cost of Incremental Railroad Capacity: A CilS 
Approach, “ http;//www,njrati.org/files/research/papers/adobe/TPUG-01.pdf. 
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capacity, while only 44 percent will be below capacity, Forecasting rail 
capacity needs thirty years into the future is, at best, a difficult project, and 
the conclusions of the Cambridge Systcmatics study arc sensitive to the 
economic projections that drive freight commodity flow forecasts, future 
decisions about plant locations, availability of other transportation modes, 
and changes in business operations. 

Our analysis in Chapter 10 also indicates that in the aggregate the 
value of investments in railroad infrastructure is less than the current price 
of those investments. Thus, while investment opportunities on certain 
nodes or links may pass an economic benefit-cost test, there do not appear 
to be strong economic incentives for the railroad industry to make global 
or extensive infrastructure investments at this time. Our analysis in 
Chapter 8 also indicates that the railroad industry’s capital spending has 
remained a near-constant share of its revenue. This is similar to the pattern 
in the electric utilities industry, which is an industry similar to railroads in 
terms of infrastructure needs. 

In Chapter 8, we compare the railroad industry’s capital spending 
patterns to the benchmark industries we examined. 19 With the exceptions 
of 2002 and 2006, the railroad industry had the highest shares of its 
revenues devoted to capital spending. Figure ES-13 presents data on the 
capital spending to revenue ratios for the railroad and the electric utilities 
industries. This figure shows that the gap between the railroad and electric 
utilities industries considerably narrowed over time. 

Figure ES-13 

Capital Spending/Revenue 
1997-2006 



' Hie benchmark industries are electric utilities, freight transportation, food processing, 
and chemicals. 
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While railroad investment has increased in both real and nominal 
terms in recent years, 40 there has been no increase in the railroad 
industry’s capital spending to revenue ratio induced by higher profits. One 
perspective is that, after a period of unusual activity, financial metrics 
rellect that the railroad industry is settling into a rate of capital 
expenditures that allows for maintenance and slow, steady growth. 41 

Railroad infrastructure may provide some public benefits that 
could potentially be addressed through targeted incentives. Investment in 
railroad infrastructure may provide an attractive transportation alternative 
to some shippers who currently rely on truck transportation for their 
shipping needs. Moving more truck transportation to rail would relieve 
highway congestion and reduce pollution. But these benefits will not 
influence a railroad’s investment decisions, which are driven solely by the 
railroad’s private return on investment. Public benefits do not factor into 
the railroad industry’s investment decisions. 


ES4 Impact of Capacity Constraints on Competition 

Stakeholder Feedback on Causes of Capacity Constraints 

As we report in Chapter 5, a generally held opinion among the 
stakeholders who provided input to us is that the rail industry has gone 
from excess capacity to “tighter” capacity in the last few years. Other 
widely held opinions arc that rail capacity investment is lagging demand 
growth (aside from cyclical or seasonal factors), and that railroads are 
using rate increases to ration scarce capacity and prioritize traffic on their 
networks. However, opinions differ regarding why capacity has tightened 
and the effects of this tightening. 

• Some stakeholders arc of the opinion that the lag in capacity 
growth is intentional and used by the railroads so they can raise 
rates — i.c., it is another aspect of the railroads’ exercise of market 
power. In this regard, some are of the opinion that railroads have 
been “sitting on their hands” regarding capacity investment until 
the last few years. 

• A contrasting opinion is that lags in capacity additions are not the 
result of the exercise of market power, but these lags arc viewed as 
normal for an industry when faced with making investment 
decisions of such magnitude. Individuals expressing this view 
observed that the industry has recently made a significant 


4U See Chapter 16. 

4 'John Ct. Larkin and Daniel S. Taylor, Railroads: Striving to Drive Improved Return on 
Invested Capital, Legg Mason Wood Walker, Inc., Summer 2004, p. 24. 
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transition to tighter capacity after years of excess capacity where 
cost cutting and capacity reductions were the primary focus. 

• Also adding to the investment lag, in some cases, is the 

involvement with the public sector — e.g., obtaining permits and/or 
funding. 


Assessment of the Impact of Capacity Constraints 

As noted in Chapter 3, network industries, including the railroad 
industry, often are capital-intensive and need to make capital investments 
in large increments. Furthermore, once these investments are made the 
capital is either costly to remove or its resale value is small. For these 
reasons, the amount of capital utilization at any one time will not 
necessarily be at its optimal level, resulting in either an excess or shortage 
of capacity. 

In Chapter 1 6 we conclude that congestion at various points or 
corridors in railroad networks appears to be the major culprit in capacity- 
related performance issues over the last ten years, and not system-wide 
lack of capacity. This phenomenon is common in network industries as, 
for example, in communications networks congestion at network nodes 
constrains throughput despite almost limitless fiber optic capacity 
throughout the network. Also, as discussed below, in our stakeholder 
interviews it was expressed that tight capacity is often related to location- 
specific constraints in rail networks or in the wider transportation network 
that are beyond the control of railroads (e.g., ports, highways). 
Furthermore, our econometric evidence indicates that the price of capital 
is currently greater than capital’s value of marginal product, which implies 
that the railroad industry is not withholding cost-cffcctivc investment. 

A concern expressed by several of the shippers we interviewed, 
and also raised in the GAO report, 22 was that recent capacity constraints 
may have allowed or caused an increase in the market power of the 
railroads. Our analysis of the markup of rates over marginal costs, as 
reflected in the Lerner Index, shows no major changes in the overall 
Lemer Index over the past few' years. At the commodity-specific level, w'e 
do observe moderate increases in the Lemer Index for corn, wheat, and 
metallic ores. However, over the 2000-2006 analysis period the Lerner 
Index for farm products overall remained constant and declined for several 
other commodities. Thus, we conclude that recent capacity constraints did 
not increase the overall exercise of market power by railroads, but 
coincided with some redistribution of relative markups across 
commodities. 


42 Government Accountability Office, Freight Railroads / Industry Health lias Improved, 
but Concerns about Competition and Capacity Should Be Addressed. GAO-07-94, 
October 6, 2006, p. 3, 
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ES5 Service Quality Issues 

Stakeholder Feedback on Service Quality 

As vvc report in Chapter 5, a number of shippers we interviewed 
expressed the theme that service quality has deteriorated as rates have 
increased. (A caveat to this perception is that service has improved 
somewhat over the last few years when compared to 2004-2005). Many 
shippers stated that service variability is the most important issue and 
causes them the most problems. Much of the problem with service 
variability was attributed by these shippers to reductions in rail 
competition. Moreover, many shippers stated that new contracts rarely 
include auy performance standards or penalties for not meeting standards, 
so there is an increasing lack of railroad accountability. 

Part of the service quality issue was seen as an outcome of 
deteriorating communications between railroads and shippers. This 
communication problem appears to have several dimensions: 

• Many shippers said that railroads were increasingly adopting a 
“take it or leave it” attitude. 

• The greater use of internet-based communications versus direct 
access to railroad personnel. 

• Inability of railroad bureaucracies to respond to changing 
conditions. 

Two aspects of service quality brought up in our stakeholder 
interviews were additional costs placed on shippers because of service 
quality problems, and sources of service quality problems. The additional 
cost factors, which shippers claimed they incur as a result of railroad 
service quality problems, include: 

• The need to hold additional inventories because of 
unccrtain'variablc deliveries. In this regard, some shippers said that 
consistency of service is more important than speed. 

• The need to have larger fleets of railcars to ensure adequate 
deliveries. 

• The need to dedicate shipper personnel to the monitoring of 
railroad performance. 

• Congestion in ports caused by additional lead time used as a hedge 
against service variance. 

Regarding the sources of service quality problems, the following were 
mentioned as possible causes or contributing factors: 
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• Tight capacity and the “fragility” of the railroad network. Shippers 
expressed the opinion that with the railroad network operating at 
close to its capacity, it docs not take much to upset the fluidity of 
the railroad network. 

• Tight capacity is often related to location-specific constraints or 
“choke points” in rail networks. 

• Rail service problems can also be related to congestion points in 
the wider transportation network — ports, terminals, highways — 
that are beyond the railroads’ control. 

• Shipper-caused problems — e.g., slow unloading. 

• Railroad management structures that impede the ability to improve 
service or solve problems despite good intentions. In this regard, 
we heard that railroads are good at serving “cookie cutter” business 
but have trouble when conditions deviate from the norm. We also 
heard that because railroads tend to be very large and dispersed 
businesses, it can be difficult for a railroad to ensure that decisions 
made at one level/location are actually carried out at lower levels 
or distant locations. 

• Market-dominant firms can be less concerned with providing good 
service. 

• One shipper stated that one reason rail service has deteriorated is 
because railroads are forcing routing protocols on shippers under 
the guise of operating efficiency, but these forced routes offer no 
better (or even worse) transit times than previously allowed routes. 


Train Speed as an Indicator of Service Quality 

As discussed in Chapter 17, average train speed is a proxy for 
service quality, and changes in average speed represent changes in 
perfomiance and service quality. The Railroad Perfomiance Measures 
(RPM) data allow us to calculate average train speeds across a railroad’s 
network but do not allow for route-specific or corridor-specific analysis, 
nor do the RPM data allow an evaluation of on-lime performance or 
variability of performance from a shipper’s perspective.' 4 ' 1 The average 
train speeds calculated from RPM data provide a crude, aggregate proxy 
for the railroad service performance received by shippers. Our Advisory 
Panel noted that railroads as well as many shippers record and keep data 


^Association of American Railroads, at http://www.railroadpm.org/Definitions.aspx: 

Train Speed measures the line-haul mo vein ait between terminals. The average 
speed is calculated by dividing train-miles by total hours operated, excluding 
yard and local trains, passenger trains, maintenance of way trains, and terminal 
time. 
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on service metrics such as cycle times. While such information is likely 
confidential, it was suggested that the STB may need to require the 
reporting of this type of data — possibly by route or by commodity — to 
better identify and rectify service quality issues. 44 

Comparisons of changes in average speed across train types 
provide an indication of changes in service quality across customers of 
these train types. 43 Figure ES- 14 present changes in average speed by train 
type between January 1999 and September 2005 for each of the Class 1 
railroads. 46 Changes in service quality across shipper classes would be 
suggested if particular train types have changes in average speeds that are 
markedly different than the changes in average speeds of other train types. 
For example, in our stakeholder interviews, the opinion was expressed that 
high-margin services such as intemiodal receive preferential service to the 
determinant of other commodity groups. Therefore, although it is 
admittedly at a very aggregate level, if we observe the average speed for 
inlcrmodal increasing relative to the average speed of other train types, 
this would be evidence supporting the opinion voiced by theses 
stakeholders. 


Figure ES-14 

Changes in Average Speed by railroad and Train Type, 1 999-2005 



0 All □ Truer modal □ Manifest Q Multi level El Coal Unit □ Gain Unit 


From Figure ES-14, there does tioI appear to be any strong bias 
toward intermodal, as its average speed declined for all railroads except 


44 The STB’s Rail Energy Transportation Advisory Committee has formed a Performance 
Measure Subcommittee to investigate per fonnance reporting. 

Comparisons across railroads arc not necessarily meaningful. 

46 As we discuss in Chapters 16 and 17. definitional changes in RPM data implemented in 
October 2005 make comparisons of data before and after these changes problematic. 
Therefore, our analysis of RPM data is conducted for two separate periods. 
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NS over the 1999-2005 period, and its speed worsened relative to the 
overall average for all the railroads. 4 In fact, the change in inlermodaPs 
speed was below the change in average speed of coal units and manifest 
for most railroads over this time period. Therefore, there does not appear 
to be any systematic bias in favor of intermodal shipments over this time 
period. 

Variability in Average Speed by Train Type 

Not only do average speeds have implications for service quality, 
but variability in speed is also important. In fact, one of the major 
complaints we heard from shippers regarding service quality was that 
variability in railroad performance was a larger problem than the absolute 
level of performance. Shippers found unpredictable service performance 
to be more costly and problematic to deal with than service that resulted in 
longer but predictable delivery performance. 

The variability in average train speed by railroad and train type 
(and, presumably, the resulting variability in delivery performance to 
shippers) is measured by the coefficient of variation (CV), which is the 
ratio of the standard deviation of train speed to average train speed. Table 
ES-7 presents CVs of train speed by railroad and train type stated as a 
percent of average speed. 48 For each railroad, examining CVs across train 
types reveals that the lowest CV in most cases is for intermodal, especially 
during the 1 999 to September 2005 period. Grain units and coal units 
typically have the highest CVs. Thus, the implication is that even though 
its average speed generally declined over this period, intermodal typically 
received the most predictable service. On the other hand, coal units and 
grain units received the least predictable service. 


4 ' 'Hus may be due, in pait. to major construction projects noted elsewhere in this study. 
48 Again, comparisons across raihoads are not necessarily meaningful. 
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Table ES-7 

Variability in Average Train Speed by Railroad and Train Type 

Measured by the Coefficients of Variation 


Inter 

Multi 

Coal 

Grain 

modal 

Manifest level 

Unit 

Unit 


1999-Sept. 2005 


BNSF 

3,6% 

3.6% 

4.2% 

4.9% 

4.6% 

CN 

3.9% 

5.1% 

6.1% 

8.0% 

9.4% 

CP 

5.1% 

5.6% 

6.8% 

5.9% 

7.3% 

CSX 

3.5% 

5.1% 

6.3% 

4.4% 

6.3% 

KCS 

5.5% 

7.0% 

5.6% 

8.2% 

8.9% 

NS 

3,2% 

4.4% 

5.4% 

4.5% 

7.1% 

UP 

3,6% 

3.5% 

3.9% 

4.9% 

5.1% 

2006-2007 






BNSF 

3.8% 

4.3% 

3.9% 

4.4% 

4.4% 

CN 

3.5% 

3.5% 

5.3% 

5.9% 

4.5% 

CP 

4.0% 

3.6% 

5.9% 

8.9% 

5.2% 

CSX 

3.4% 

3.8% 

4.5% 

3.4% 

4.3% 

KCS 

6.0% 

4.6% 

6.0% 

6.5% 

5.2% 

NS 

3.6% 

4.1% 

5. 1 % 

3.6% 

5.7% 

UP 

3.6% 

3.1% 

3.2% 

4.2% 

3.7% 


ES6 Implications for Proposed Policy Changes 

The economic context in which we assessed the various recent 
proposals for policy changes in the railroad industry is that the exercise of 
market power appears to have increased in the freight railroad industry 
over the last twenty years, but has been necessary in order to obtain 
revenue sufficiency. Only in the most recent year of our analysis does 
industry revenue noticeably exceed industry cost by our R-i based 
measure. Furthermore, the recent increases in revenue per ton-mile appear 
to be largely the result of increases in variable, fixed, and marginal costs — 
related to increases in the railroad industry’s input prices and diminishing 
productivity growth — and not due to the increased exercise of market 
power. While recognizing that differential pricing and the exercise of local 
market power is necessary to achieve financial viability, in both our 
qualitative and quantitative research, we did find concerns about shipper 
captivity and railroad performance. 

The 2006 GAO report discussed four open access proposals (three 
of which have been included in recently proposed legislation) to address 
competitive concerns: reciprocal switching agreements, requiring the 
quotation of bottleneck rates, terminal agreements, and trackage rights 
agreements. We examined these proposals in Chapter 22. Table ES-8 
recreates our summary of the likely economic effects of these opcn-acccss 
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proposals. The assumption made for each of these proposals is that, 
although these types of open-access arrangements would be mandated to 
some degree, the terms of access arc allowed to be determined through 
voluntary negotiations between railroads, with STB oversight of the 
process. To the extent that the terms of access are set according to some 
legislative or regulatory formula that differs from the outcome of 
voluntary negotiations, the economic effects oflhese open-access 
proposals become less predictable. 


Table ES-8 

Likely Economic Effects of Various Open-Assess Proposals 



Reciprocal 

Bottleneck 

Terminal 

Trackage 


Switching 

Rates 

Agreements 

Rights 

Economies of 

Potential gains 

Gains unlikely 

Potential gains 

Potential 

Density 




gains 

Lcn gth -of-H aul 
Economics 

Small loss 

Potentially 
large loss 

No gain to 
small gain 

No gain to 
small gain 

Vertical 

Economies 

Small loss 

Potentially 
large loss 

Small loss 

Potentially 
large loss 

Investment 

Incentives 

Small effect 

Potentially 
large effect 

Small effect 

Potentially 
large effect 

Railroad 

Profitability 

Small effect 

Potentially 
large effect 

Small effect 

Potentially 
large effect 

Coordination 

Small to 

Small to 

Small to 

Potentially 

Costs 

moderate 

moderate 

moderate 





large 

Competitive 

Most likely 

Least likely 

Most likely 

Somewhat 

Response 




likely 

Shipper Gains 

Most likely 

Least likely 

Most likely 

Somewhat 


likely 


Our assessment that, overall, the railroad industry is pricing at 
levels generating earnings that maintain or slightly exceed those necessary 
to ensure financial viability implies that there is little room to provide 
significant “rate relief’ to certain groups of shippers without requiring 
increases in rates for other shippers or threatening the railroads’ financial 
viability. Thus, distributional effects among shipper groups, as well as 
between shippers and railroads, are primary considerations of proposed 
policy changes. While economic analysis may be able to quantify benefits 
and costs to specific stakeholders given more precise policy proposals, the 
cost/benefit balance is ultimately to be struck by policymakers. 

Given the current structure and performance of the railroad 
industry, we find that certain “open-access” proposals, such as reciprocal 
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switching and terminal agreements, arc more likely to create favorable 
economic benefil/cost conditions than more sweeping access reforms. 
Some policy initiatives such as requirements to offer bottleneck rates or 
trackage rights over any route segment, may not be workable due to 
coordination issues, or may not be effective because the economics of the 
proposed policy change (e.g., loss of length-of-haul economies, and/or 
vertical economies) are unlikely to produce the anticipated degree of 
competitive response. 

For example. Figure ES-15 illustrates the stylized fact that length- 
of-haul economies are diminished as interchange between two railroads 
(assumed for the purpose of this illustration to be equally efficient) occurs 
further from an endpoint of a movement; the adverse effect on costs is 
maximized when the interchange occurs at the mid-point of the end-to-end 
movement. The magnitudes of the effects shown in Figure ES-15 arc 
consistent with the length-of-haul effects on revenue per ton-mile 
estimated in our pricing models and, by implication, the length-of-haul 
effects on marginal costs. As we discuss in Chapter 22, reciprocal 
switching agreements, which occur a limited distance from an endpoint — 
indicated by the shaded areas in Figure ES-15 — will result in higher costs 
per ton-mile on the short “bottleneck” segment relative to an end-to-end 
movement, but there will be relatively little loss of efficiency for the 
longer-haul segment. Thus, because they have lower risks of adverse cost 
consequences, we believe that "incremental” policies such as reciprocal 
switching and terminal agreements have a greater likelihood of resolving 
shipper concerns via competitive response, without leading to material 
adverse changes to railroad costs and efficiency. 

Figure ES-1 5 

Stylized Representation of Railroad Interchange and 
Length-of-Haul Economies 
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Nevertheless, we can identify certain proposals we believe would 
result in economic harm for both shippers and railroads, such as the 
implementation of cost standards in the STB’s rate review process that arc 
based on economically discredited methodologies, and a strictly 
quantitative assessment of market dominance based solely on the R/VC 
ratio. Regarding the assessment of market dominance using R/VC alone, 
the weak relationships between R/VC ratios and market structure factors 
imply that correctly assessing the presence of market-dominant behavior 
requires direct assessment of relevant market structure factors as in the 
current regulatory scheme. Thus, regulatory changes that would establish 
R/VC tests as the sole quantitative indicator of a railroad’s market 
dominance would not be appropriate. 

We also recognize that policies to introduce greater competition in 
the railroad industry will not necessarily benefit all shippers. Some 
shippers are truly captive because of factors such as geographic location 
and'or low shipper density. Therefore, effective regulatory oversight will 
still be important regardless of any efforts to induce greater competitive 
responses in the railroad industry. Improvements in the STB’s oversight 
and processes, such as the recent efforts to improve its simplified methods, 
are important. Also, as discussed in Chapter 22, to the extent the threat or 
possibility of final offer arbitration promotes parties to negotiate and reach 
voluntary agreements or resolve disputes, as suggested by a number of 
stakeholders wc interviewed, it w ould improve the functioning of private 
markets without imposing additional regulatory burdens. However, if 
matters are not resolved between parties and matters do go to arbitration, 
there are real concerns whether the process will produce outcomes 
consistent with competitive market outcomes, particularly if arbitrators are 
not experienced in the complexities of railroad economics. Additionally, 
factors such as improved reporting of service quality data in industry 
service metrics and shipment-level CWS data can lead to a better 
understanding of railroad performance and shipper behavior. 

In order to succeed, any of the policy reform proposals must 
address important implementation details. Based on the experiences of the 
railroad industry and other industries with legislated access policies, the 
most challenging and time-consuming aspects of implementing policy 
changes is working out the details of access terms and pricing, and doing 
so in a way that enhances, not diminishes, economic efficiency. Not only 
can the temis of access have an effect on the degree to which open access 
occurs, but it can have important effects on incumbents’ investment 
behaviors. None of the current policy proposals address these details and, 
therefore, the risks entailed in implementing these policies as written carry 
the very real possibility of unintended and economically harmful 
outcomes. 
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ES7 Conclusions and Future Research Directions 

This report presents the findings of an independent study of the 
competitive state of the U.S. freight railroad industry performed by the 
study team assembled by Christensen Associates and commissioned by the 
U.S. Surface Transportation Board (STB). Over the course of this 14- 
month study, the Christensen Associates study team has received 
cooperation from the STB and numerous railroad industry stakeholders 
including railroads, various shipper group organizations, numerous 
individual shippers, government organizations, academics, and other 
stakeholders. While valuable insights and assistance were obtained by the 
study team through this process, no individual, government agency, 
railroad, shipper, or any other industry stakeholder has exerted any 
influence on the findings of this study. The findings presented and 
conclusions reached in this report represent the professional judgments 
and opinions of the Christensen Associates railroad study team. 

In addition to the research the Christensen Associates study team 
perfomied in the course of our year-long study and our conclusions from 
that research, w>e believe there are a number of areas where future research 
efforts would improve the understanding of the U.S. freight railroad 
industry. A number of these potential research issues came up during the 
course of our stakeholder interview' process but were outside the scope of 
the current study. In the case of some issues, the current lack of adequate 
data prevents a thorough empirical examination. We sec other areas as a 
natural extension of the research we have performed for this study. The 
topical list below is in no particular order of importance, nor is it meant to 
be an exhaustive list of pertinent topics in the railroad industry that merit 
further investigation. 

Captivity and Effective Competition 

The weak relationships we found between R/VC ratios and market 
structure factors imply that correctly assessing the presence of market- 
dominant behavior requires direct assessment of relevant market structure 
factors. A better empirical understanding of the economic dimensions of 
rail shipper captivity is critical, particularly in light of proposed regulatory 
reforms that would establish R/VC tests as the sole quantitative indicator 
of a railroad’s market dominance. 


Service Quality 

To evaluate many of the shippers’ service quality concerns at more 
than aggregate or anecdotal levels, data that capture service performance 
metrics at a disaggregate level are necessary. As w>e noted, one member of 
our Advisor Panel indicated to us that railroads as well as many shippers 
record and keep data on service metrics such as cycle times. While such 
information is likely confidential, it was suggested that the STB may need 
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to require the reporting of this type of data — possibly by route or by 
commodity — to better identify and rectify service quality issues. As one 
step in this direction, perhaps the reporting of complaint statistics on the 
STB website could be expanded (without breaching confidentiality). 

Capacity 

Another area that would benefit from a more disaggregate analysis 
is railroad capacity, particularly given our conclusion that capacity 
“tightness” issues have most likely been due to localized congestion and 
constraints, and not because of a system-wide lack of capacity. Also, more 
disaggregated RPM-typc data on railroad performance would be helpful to 
better investigate capacity issues as well as service quality concerns. 
Another aspect of railroad capacity that was brought up in our stakeholder 
interview process is whether railroad equipment markets operate 
efficiently, supplying the appropriate amount of equipment. 

Cost Shifting 

A number of stakeholders indicated to us that there has been a 
significant amount of “cost shifting” in recent years, whereby costs or 
investments that were previously undertaken by railroads are now the 
burden of shippers. Examples of cost shifting to shippers include increases 
in investments in track and storage facilities, loading and unloading 
facilities, car ownership and maintenance, and accessorial charges. We 
have been able to examine some of these issues — for example, the 
increase in third-party car ownership and our empirical results that 
indicate rates are generally lower across a number of commodity groups 
when shipper-owned cars are used. However, many of the cost-shifting 
issues appear to require additional data to enable a thorough empirical 
investigation. To the extent such issues are critical to shippers, the STB 
may consider requesting that appropriate data be made available to 
investigate these cost-shifting concerns. 

Fuel Surcharges 

Although the STB has recently begun to collect data on fuel 
surcharges, these data have not been collected long enough at this point in 
time to perform a reasonable analysis. For example, the effectiveness of 
the new' STB rules on fuel surcharges has yet to be fully evaluated. 

Issues Related to Class II and Class III Railroads 

As discussed in Chapter 5, some smaller railroads expressed a 
number of concerns, including the relationship between smaller and Class 
1 railroads with respect to Class I’s “cherry-picking” traffic, and Class I’s 
offering non-competitive rates. In addition, because many smaller 
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railroads have had to undertake significantly greater investments 
(proportionately speaking) than Class T railroads, the question is whether 
shortline networks arc underfunded. 


Critical Evaluation of Rail Demand Growth Projections 

There are a number of studies that project a widening gap between 
the demand for rail services and railroad capacity. These demand 
projections provide a basis for projecting investment needs and support for 
the importance of continued railroad earnings growth. Because of the 
important implications of these demand projections, there needs to be a 
critical evaluation of these projections and future rail capacity needs. 

Reduction in Railroad Network Access 

A concern expressed to us by a number of agricultural shippers 
was the reduction in railroad network access points. As discussed in 
Chapter 5, potential research questions here include the extent of reduced 
access, whether it has resulted in railroad efficiency gains and overall 
benefits to shippers, and whether it has shifted costs to other modes of 
transportation (such as increased highway maintenance costs). 
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EXECUTIVE SUMMARY 

This report examines the freight rail industry’s impact on the price of goods and 
services by analyzing the structure, conduct and performance of the freight rail industry 
since the passage of the Staggers Rail Act of 1980, which deregulated the railroads and 
sparked an era of mergers and acquisitions. The Consumer Federation of America, publisher 
of the report, is a non-profit association of over 300 consumer organizations with a 
combined membership of over 50 million Americans that has been involved in public policy 
affecting the rail sector for almost thirty years. CFA has taken up this issue because 
consumers shoulder the burden of excessive rail rates in the price of goods and services they 
consume, particularly electricity. Two thirds of the coal shipped by rail is captive to a single 
railroad and excessive coal rates are passed through directly into the electricity bills 
consumers pay every month. Moreover, excessive rail rates paid by captive shippers in other 
sectors, like agriculture and chemicals, also distort the economy, lowering output and 
employment. 

This market power has proven profitable for the railroads, as demonstrated by their 
strong performance on Wall Street in recent years. Unfortunately, shippers that seek rate 
relief through regulatory channels have found that the STB uses a flawed approach to 
evaluate railroad profits, making it virtually impossible for rail customers to receive 
meaningful rate relief. This report addresses the failure of regulators to implement the 
captive shipper protections in the Staggers Act, and the regulators’ overprotection of the 
railroads at the expense of captive shippers. 

the Current Abuse of Market Power in the Rail Industry 

Our analysis shows that excessive consolidation in the freight rail industry and lax 
oversight of anticompetitive business practices has given the railroads an immense amount 
of market power. With only a handful of companies providing freight rail service, many rail 
customers have access to just one railroad and are, therefore, "captive” to that railroad. This 
enables the railroads to set prices well above costs, essentially extracting monopoly rents 
from shippers, and creates little incentive for railroads to provide consistent and reliable 
service. 

• Captive shippers pay a premium of 75 to 100 percent compared to similar movements in 
competitive markets, and the cost of captivity has been rising substantially in the past five 
years. 

• In fact, handling captive shippers rail traffic represent less than one-fifth of total costs to 
railroads but provides two-thirds of then profits. 

• Excessive fuel surcharges and other add-ons have also skyrocketed in recent years, and 
have become a major component of the rising cost of rail service. Studies have shown 
that more than half of recent railroad fuel surcharges were unwarranted and charged at 
the expense of shippers and ultimately consumers. 
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• Although the Surface Transportation Board (STB), which oversees the rail sector, sets 
the standard for a fair return on investment by railroads far above what Wall Street 
deems necessary, several railroads exceed that level, resulting in excess profits of over a 
billion dollars. 

• Over one quarter of all rail traffic is shipped at rates that are below costs. Captive 
shippers pay higher rates to subsidize this below-cost traffic. This practice burdens 
captive shippers and creates a cross-subsidy of over $2 billion per year. 

Abuse of market power sustains $3 billion per year of excess profits and costs srocc- 
subsidies, cost that fall on the shoulders of captive shippers. 

ABANDONING COMPETITION 

The STB and its predecessor agency, the Interstate Commerce Commission (ICC), 
allowed a merger wave to engulf the industry, reducing it from a state of vigorous 
competition, to a state of near monopoly. While some consolidation in the rail industry was 
certainly necessary, by the mid-1990s, the benefits of consolidation had been captured. Over 
the opposition of the Department of Justice, the STB allowed mega-mergers to take place in 
the mid-1990s that rendered much of the nation captive to, at best, duopolies in the east and 
west. Vast swaths of America’s heavy industries, raw materials and agricultural heartland are 
now captive to one or two railroads. 

The TCC7STB failed to implement the most fundamental principles of antitrust in 
connection with essential or bottleneck facilities. Captive shippers, who are within a few 
miles of a competitive alternative, are denied access to competition by the refusal of the 
railroads to allow movement of traffic across short monopoly stretches of road. 

To add insult to injury, the STB has allowed the railroads to erect paper barriers to 
competition. As the mega-mergers were taking place, the dominant freight roads, desiring to 
specialize in the long haul transport of bulk commodities, found it convenient to spin-off 
short lines to service individual facilities or local areas. However, in order to ensure that the 
long haul freight railroads would be able to exploit their newly minted market power, the 
dominant railroads forced the new short lines to sign contracts that said in essence, "thou 
shalt not compete or do anything that promotes competition.” 

the Failure to Protect Captive Shippers from Competitive Abuse 

Having allowed the railroads to consolidate so dramatically, captive shippers implored 
the STB to exercise its regulatory authority to prevent the abuse of market power, but the 
STB turned a deaf ear. 

First, the STB clings to a rate threshold that allows the railroads to charge up to what 
it would cost for the shipper to build a stand-alone railroad, exactly what the monopolist 
would charge. No other regulatory agency in American history has ever adopted this 
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standard. To make matters worse, the burden is on the shipper to calculate the standalone 
cost in a proceeding that can take years and cost millions of dollars. 

Second, the STB has taken an approach to the calculation of the rate of return 
necessary for revenue adequacy that vastly overstates the railroads’ need for revenue. The 
STB’s weighted average cost of capital is one-fifth higher than the cost of capital calculated 
by Wall Street analysts. This allows railroads to increase charges on their captives in pursuit 
of an absurdly high revenue target. 

Third, the STB has failed to require that the railroads operate their business in an 
efficient manner. More than a quarter of a century after the passage of the Staggers Act, one 
fifth of all rail traffic does not cover its variable cost. If the railroads shed this traffic, their 
costs would go down by $2 billion. If they raised their rates to compensatory levels, their 
revenues would go up by $2 billion. In either case, the railroads would be shown to be more 
than revenue adequate and, in theory, captive shipper rates would come down. 

policy Recommendations 

The extent of monopoly power abuse identified in our study highlights the need for 
urgent action to protect freight rail customers and consumers. Legislation is necessary 
because the regulators have failed to properly implement the provisions of the Staggers Act 
for a quarter of a century. The regulatory oversight over rail market power should be 
strengthened. 

Removing Barriers to Competition 

First, since competition is the best form of consumer protection, we begin by 
describing the policy changes necessary to reinvigorate rail-to-tail competition. After a 
quarter of a century in which competition has shriveled in the industry, the exemption from 
the antitrust laws that Congress granted to the railroads in the Staggers Act should be 
eliminated. Lifting the exemption from the antitrust laws will immediately expose the most 
blatantly anticompetitive practices, like paper barriers, to pressures for their elimination. The 
permanent structural barriers to competition posed by terminal and bottleneck facilities will 
also come under pressure. 

Preventing the Abuse of Endemic Market Power 

Second, policy makers should be under no illusions that antitrust can eliminate the 
pervasive market power in the consolidated rail industry. The highly concentrated market 
structure and substantial physical barrier to entry mean that even where the artificial, 
conduct-based impediments to competition are removed, there will be a great deal of market 
power remaining in the sector. Thus, regulatory oversight to effectively protect captive 
shippers from abuse will still be necessary. 
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No other regulatory agency uses the "stand-alone cost" (SAC) test, which allows the 
railroads to charge what an unregulated monopolist would charge. The SAC test was 
adopted in 1985 to permit railroads to charge the highest rates economists could justify, due 
to the rails’ then-revenue inadequacy and then-excess capacity. Those justifications no 
longer apply, so there is no justification for the SAC test, if there ever was. It should be 
repealed. The STB should return to a rate standard based on cost plus a reasonable return. 
The railroads should bear the burden of proving that rates above the threshold of 180 
percent of variable cost are reasonable, including a showing that all traffic is compensatory. 

The STB has consistently overstated the cost of capital, allowing the rails to abuse 
their market power and earn excess profits. The STB must use the cost of capital used by 
other regulatory agencies and Wall Street. 
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PART I: 

INTRODUCTION AND OVERVIEW 
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I. PURPOSE, OUTLINE AND SUMMARY 

This paper presents an analysis of the nature and extent of the abuse of market power 
by American railroads and its impact on consumers. Where there is a lack of competition, 
i.e. where shippers are captive to a railroad, the railroad can set prices far above costs, 
extracting monopoly rents from shippers and ultimately consumers, or delivering poor 
service, which imposes costs on shippers, consumers and the nation. 

The problem facing consumers is particularly acute in the electricity sector. About 
half of all electricity generated in the U.S. is produced from coal and electricity is sold to 
consumers by franchise monopolies or with little competition. 1 2 Almost 70 percent of coal 
used in the U.S. is transported by rail and it is a commodity over which the rails have a great 
deal of market power. 3 4 Two-thirds of coal deliveries are to facilities that are served by only 
one railroad. 3 Thus, excessive rail rates appear directly in consumer utility bills. For 
individual utilities dependent on monopoly rail service, the excess charges can cost 
consumers as much as $100 per year per household.* 

Because of these consumer impacts, consumer advocates have a long history of 
involvement in efforts to secure better oversight over abusive practices in the rail sector. In a 
series of congressional testimonies' and reports* the Consumer Federation of America called 
on congress to require rail regulators to protect consumers from the abuse of market power. 
As the Staggers Rail Act of 1980 was being considered by Congress, consumer groups 
expressed their concern that they would directly bear a significant part of the burden caused 
by the abuse of market power as consumers when prices are increased to reflect excessive 
rails rates. Even where costs increases are not passed through directly to consumers, the 
public should be concerned because excessive rail rates distort economic activity, reducing 


1 Generation figures are available al. h lip:.-'-'' tvw w .eia.doe. gov /cneaf/d eetrici i. v 'tipin/lable 1 i .Mini: Resl.mcl.ured slates can be found at 

h l Ip:// www.ei a .doe. gov /cnesi IVeleelricil y /page/reslmd uri Tig /re si me lured ed.hlml. Con sumpli on in indi vi dual si al.es can be found al. 
http :/ / wwtv . c i a., d oe. go v/ft 3 el cl ectric . html . Sales in lion-rcstiuctred states represent over two-thirds of total sales and there is 
considerable doubt about the extent of competition in many of the restructured states. 

2 Data available at; http://wwvv.ci a. doc. gov/cneaf / coab'ctrdb/tab3 l.ht.ml 

= Surface Transportation Board, A Study of Competition in the. U.S. Freight Railroad Industry and Analysis oj Proposals that Might Enhance 
Competition, pp. 18-15 n. 13, 18-14 u. 15. 

4 “Testimony of Terry liuval. Director Lafayette Utility Systems, House Judiciary Committee .Hearing on Railroad Antitrust Enforcement Act 
February 25, 2008. 

’ "The Staggers Rail Act of 1980,’' before the Subcommittee on Commerce, Transportation and Tourism of the Committee on I inertly and 

Commerce . United States House of Representatives, July 27, 1983; ’ Oversight Hearings on the Staggers Rail Act of 1980,'' before the 
Subcommittee on Surface Transportation of the Committee on Commerce. Science and Transportation . United States Senate. July 26- 
27, 1983; The Consumer Impact of the Proposed Norfolk Southern/Conrail Merger," before the Subcommittee on Commerce. 
Transportation and Tourism of the F.nerav and Commerce Committee. U.S. House of Representatives, July 10, 1985; "The Consumer 
Impact of the Unregulated Railroad Monopoly in Coal Transportation, ’’ before the Subcommittee on Monopolies and Commercial 
T.aw of the Judiciary Committee. U.S. House of Representatives, June 27. 1985; "Railroad Antimonopoly Act of 1986." before the 
Subcommittee on Commerce. Transportation and Tourism of the Energy and Commerce Committee . U.S. House of Representatives, 
June 5, 1986 

J Cooper. Mark, 1985b, Industrial Organization and Marker Performance in the Transportation and Communications Industries, July 1985: The 
Great. Train Robbery: Electric. Utility Consumers and the Unregulated Rail Monopoly 0\>er Coal Transportation, Overview, The. Rail 
Monopoly Over Bulk Commodities, A Continuing Dilemma for Public Policy, August l985c;Maark Cooper, 1987, Bulk Commodities 
and the. Railroads After the Staggers Act: Freight Rates, Operating Costs and Market Power, October 1987. 


6 



289 


the efficiency of the economy, shifting jobs, and increasing the number of heavy trucks on 
the roads, which causes congestion and wear-and-tear on infrastructure: 

The level of consumer involvement has reflected the level of abuse in the industry. 

As described in the next chapter abuse was high in the years immediately following the 
passage of the Staggers Act, moderated for a decade, but was reignited by a wave of mega- 
mergers in the 1990s. Recent developments in the industry, including a shortage of capacity 
and rising energy prices have opened the door to a dramatic uptick in the abuse of market 
power. 1 In reaction, consumers and shippers have increased their efforts to convince policy 
makers to restore the consumer protections that Congress intended be provided by the 
Staggers Act. This paper makes the case that the abuse of market power has increased in 
recent years and that the need for reforms to rein in this abuse has become urgent. 

WTiy Consumers Care About Railroad Monopoly Power 

The underlying cause of the current problems is the poor design and lax 
implementation of railroad deregulation under the Staggers Rail Act of 1 980. There is no 
doubt that the railroads were in bad shape in the 1960s and 1970s and in desperate need of 
economic rationalization, hi the decade after the Staggers Act was signed into law, railroads 
made great strides in reducing costs, abandoning or shifting track to small rails, and restoring 
their financial health." Unfortunately, as frequently happened in the deregulation process of 
the 1980s and 1990s, the legislation went too far and the regulators did not provide effective 
oversight. Excesses soon set in that regulators failed to prevent. 

The Staggers Act created a large group of captive shippers, shippers who lacked 
competitive alternatives (either rail-on-rail (intramodal) or truck/barge -on-rail (intermodal) 
competition). Since these shippers would not be protected from abuse by competitive 
market forces, the Staggers Act included captive shipper protections. The protections were 
weak and the regulators who implemented them, first the Interstate Commerce Commission 
(ICC) and its later replacement the Surface Transportation Board (STB), failed to effectively 
protect captive shippers from abuse. These agencies not only failed to restrain rate increases 
on captive traffic, but they made matters worse by approving a string of mergers that 
dramatically reduced competition in the industry. 1 " To add insult to injury, the regulators 
failed to prevent anticompetitive pricing, routing, and contracting practices that shut the 
door on competition. Two decades after the passage of the Staggers Act, four railroads (two 
in the east and two in the west) accounted for over 90 percent of rail traffic and much of 
that traffic is vulnerable to the abuse of market power because the industry was allowed to 
become too concentrated. 


' Testimony of George SpilzeT, Vice President DuPonl. Chemical Solutions Enterprise,” IIousk Transportation and Infrastructure Committee, 
September 25, 2070, pp. 0-10: “Testimony of Susan M Dielil, Senior Vice President of Logistics and Supply Chain Management, 
Holcim, House Transportation and Infrastructure Committee, September 2.5, 2070, p. 7. 

8 Morgan Stanley, Transportation: Initiation of Coverage: Rails Have More Room to Run on Pricing, May 7. 2007 

9 GAO Freight Railroads: Industry Health Has Improved, but Concerns About Competition and Capacity Should be Addressed, October 2006. 

10 The concentration of the national market increased from an 11111 of 500 to an 11111 of well over 200. indicating a shift from being highly 

competitive to highly concentrated. Transportation Research Board, Research to Enhance Rail Network Performance (Washington. 
D.O.: 2007), p. 68. The four firm concentration ratio increase from about 40 percenl. to about 80 percent. Regional and local markets 
have become even more highly concentrated. 
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Captive shippers, including those who had competitive alternatives but lost those 
alternatives as a result of mergers, found themselves worse off under the Staggers Act. They 
had argued in Congress before passage of the Staggers Act and in regulatory proceedings at 
the ICC after its enactment that economic efficiency should not be confused with the abuse 
of market power. They sought additional protections that would rein in the abuse, but to no 
avail. By the mid-1990s, analysts began to find that abuse of market power was growing and 
consolidation in the industry was excessive. 1 11 But the ICC and the STB did little to prevent 
the resulting abuse. 

The commodities most affected by the change in rail industry structure and conduct 
are bulk commodities (especially coal, chemicals, grain, forestry products). These are heavy, 
low- value commodities that are transported in large volumes and at long distances. Their 
economic characteristics generally make transport by truck prohibitively expensive, so 
effective competition is limited to rail and water. With barge transport restricted to major 
rivers and bodies of water and trucks far too expensive, bulk shippers are frequently 
dependent on the rails to move their products. For example, truck and water transport each 
account for about ten percent of coal produced in the U.S., whereas rail accounts for 7 1 
percent. 11 

Where head-to-head rail competition is lacking, shippers pay the price of captivity. 
Where the ultimate burden of excessive rail rates falls depends on the nature of the market 
into which the captive shippers sell their products, but in all cases the abuse of market power 
has a negative impact. Where markets for end-products are competitive, shippers will bear 
the burden. Placed at a competitive disadvantage vis-a-vis shippers who have competitive 
alternatives, the shipper will lose sales, or be forced to shift production to facilities that are 
not captive, either in the U.S. or abroad. Industrial shippers, particularly chemicals, fall into 
this category. The shippers and the economy bear the cost of the distortion introduced by 
the abuse of rail market power. 

Where markets for end-products are not competitive, the excessive rail rates will be 
passed through to consumers. Here the only constraint will be the market elasticity of 
demand. Coal, which is predominantly used to generate electricity, is the primary example 
and concern here. Although efforts have been made to introduce competition into 
electricity markets, the majority of markets are monopoly franchise markets and even where 
competition has been introduced, it is feeble at best. Thus, electricity consumers are the 
captives of utilities, who are the captive of the railroads. Electricity also has a low market 
elasticity of demand. Thus, the costs imposed by excessive rail rates are passed through 
directly to consumers. 


1 Chapin, Alison and Stephen Schmidt, “Do Mergers Improve Efficiency? Evidence from Deregulated Rail Freight,” Journal of transportation 
Economics and Policy, 33 part 2; argues tliat the second round of mergers were about market power, not efficiency. Christopher 
Vcllturo, or. Al. Deregulation, Merges and Cost Savings in Class I U.S. Railroads, 1974-1986, March 23. 1992,p. P find that “firms 
that were not engaged in significant mergeT activities experienced similar cost differentials due to changes in operating characteristics 
and labor force utilization... Wc conclude that, although mergers did confer some benefits on the participating fires, they were not a. 
prerequisite for railroads being able to achieve substantial cost savings during the post Staggers period;” Charles 11. White, Jr.. “ I'he 
Merger Movement and the Functional Change o the U.S. Railroad Industry,’ The Voyager: The TRANSLOG International News 
Journal for the 21" ! Century, October- Deem be, 2004. 

Data, available at; http:.-/ www.eia.doe. gov/cnea f-'coal-'ctrdb/tab3 1 .htnil 
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These are the two extreme conditions and both result in economic distortions. In the 
competition case, it is the supply side of the shipper market where efficiencies and jobs are 
lost. In the monopoly case, end-use consumers bear the burden. Some commodities, like 
agricultural commodities, exhibit a mix of these characteristics. Transportation costs affect 
the price of food paid by consumers in domestic markets. Farmers bear the burden of 
excessive rail rates for agricultural commodities that are exported for sale in world markets. 

Electricity is a consumer necessity that significantly affects household budgets. 
Because coal, which is a primary victim of the abuse of rail market power, is the dominant 
source of power to generate electricity, consumer groups pressed policy makers to address 
the problem of the unconstrained exercise of market power by the railroads throughout the 
1980s. 


When the effort to secure legislation to protect consumers stalled, two decades of 
regulatory skirmishes took place at the TCC/STB, but shippers and consumers have not 
fared well. The agencies with oversight authority imposed little restraint on rates, allowed 
mergers to dramatically consolidate the industry, and failed to prohibit anticompetitive 
practices that undermined competition. 

Recently, the effort to protect captive shippers and consumers from the abuse of 
market power by the railroads has ramped up again, driven by two factors - rising costs 
imposed on the public and the increasing financial health of the railroads. 

In the past half-decade the costs imposed on captive shippers have increased as a 
result of mergers and consolidation in the rail industry, which increased the market power of 
the railroads. At the same time, the rise in commodity prices has spurred the rails to try to 
capture more rent from shippers. Thus, the ability and opportunity to raise shipper costs 
increased dramatically. As a result, rail profitability has improved dramatically with several 
railroads achieving or approaching revenue adequacy. Revenue adequacy should trigger 
greater constraint on rail pricing. Not surprisingly, with revenue adequacy looming the 
railroads asked the STB to dramatically change the rules of the revenue adequacy 
proceedings and apply a new replacement-cost methodology that would suddenly show that 
railroads are not revenue adequate.” This would make « more difficult for the £TB to 
impose restraints on rail rate increases. Fortunately, the STB rejected the railroad’s petition. 
Still there is no relief in sight from the relentless abuse of rail market power; railroad rate 
increases continue unabated. 14 Recently, for example, Seminole Electric Cooperative 
experienced an increase of 100 percent in its rail rate from CSX and Oklahoma Gas and 
Electric experienced a large increase from Union Pacific, both of which have been the 
subject of complaints filed at the STB. US Magnesium and DuPont have also filed rate 
complaints at the STB, after experiencing substantial rate increases. 


13 “Petition of tlie Association of American Railroads to Institute a Rule Making Proceeding to Adopt a Replacement Cost Methodology to 

Determine Railroad Revenue Adequacy, Ma. 1. 2008. Table 1. shows that the new methodology Return on investment by would slash 
the estimated relum on investment. 

11 Ex Pane No. 679. served October 24, 2008 
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The Staggers Rail Act allowed the railroads to engage in differential pricing - to 
charge some shippers higher rates than others - in order to achieve revenue adequacy. In 
economic terms, this represents the exercise of market power, which is generally frowned 
upon in a competitive, capitalist economy. It is necessary in the case of the railroads because 
the railroads have high fixed costs and exhibit economies of density. Congress knew that 
captive shippers would bear the burden of differential pricing because competitive market 
forces are inadequate to protect them, so the Staggers Act set limits on the exercise of 
market power. The TCC/STB was supposed to ensure that railroads did not earn excess 
profits and that all traffic made the maximum contribution it could to revenue adequacy. 

This would ensure that the railroads were run as efficiently as possible and that captive 
shippers would be treated as fairly as possible. The law allowed the use of market power, but 
sought to prevent the abuse of market power. 

Our analysis shows that regulators have failed in this fundamental task. After more 
than a quarter of century, neither efficiency nor equity has been achieved. 

FINDINGS 

We find that excessive consolidation resulting from mergers and lax oversight of 
anticompetitive business practices have given the railroads an immense amount of market 
power. 


• The dramatic decline in the number of Class 1 railroads from almost 40 to 7, 
with two geographic duopolies dividing the country - one in the East and one 
in the West - has carried consolidation far beyond anything that could have 
been justified on efficiency grounds. The level of concentration in railroad 
market is extremely high by any standard. 

• The market power of the railroads was reinforced by the failure of the 
ICC/STB to prevent railroad conduct that undermined competition. The 
anticompetitive practices have been well documented for years, including 
practices such as paper barriers, cancellation of interconnection agreements, 
and refusal to quote bottleneck rates or to allow access to bottleneck facilities. 

• As a result, a significant part of bulk commodities have been rendered 
substantially captive to the rails. Coal is by far the most captive commodity 
with as much as two-thirds captive to a single railroad. Other commodities 
that have high levels of captivity are chemicals and agricultural commodities. 

Failing to implement the captive shipper protections of the Staggers Act, the 
ICC/STB has allowed the railroads to abuse this market power. 

• Profits of railroads that carry more than half the traffic in the U.S. exceed their 
cost of capital. This means that shippers are being overcharged by $1 billion 
per year. 
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• The excess profits have existed for several years on specific railroads and are 
the result of pricing power exercised by the rails. 

• Wall Street analysts project that the pricing power will persist and drive up 
prices and earnings over the next several years. 

Significant quantities of traffic are carried by the rails at non-compensatory 
rates, violating the Staggers Act and increasing the burden on captive shippers. 

• Approximately one-fifth of all traffic does not cover its variable costs, 
resulting in a cross-subsidy from captive shippers of over $2 billion per year. 

• This increases the burden on captive shippers because it distorts the revenue 
adequacy status of the railroads. 

As a result of the excessive profits and non-compensatory traffic, rates for captive 
shippers are higher than they should be about S3 billion per year. The productive and 
allocative inefficiency in the rail sector imposes inefficiencies on the broader economy 
because rail service is an infrastructural service on which other economic sectors are 
dependent. Inefficiency in the rail sector distorts shipper decisions about which fuels to 
burn and which plants to operate, which raises costs and reduces employment. It drives 
some freight traffic onto the highways, adding to congestion and wear-and-tear on the roads. 

the STB Competition Analysis 

The recent STB report, entitled A Study of Competition in the U.S. Freight Railroad 
Industry and Analysis of Proposals that Might Enhance Competition, is a stark reminder that captive 
shippers cannot expect a fair and balanced hearing from the STB. The analysis suffers from 
a series of flaws and blind spots. 

The report fails to analyze the nature and extent of captivity that exists in the rail 
industry. 

• For example, in an almost thousand-page document, the most important facts 
with respect to competition - that two-thirds (66 percent) of coal carried by 
the rails, over half of all corn (53 percent) and one -third (33 percent) of 
chemical shipments are delivered to facilities that are served by only on 
railroad - are buried in a footnote half way through the text. There is a high 
probability that these shipments are captive, but the study provides no analysis 
of them and fails to define the geographic level properly for competitive 
analysis. 

• The rates charged on captive traffic in comparison to non-captive shipments 
are not discussed. 
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• The status of competition at the origin of these shipments is never analyzed, 
nor is the extent of captivity at origins discussed in detail. 

Although the pricing analysis presented deals with comparisons between hypothetical 
competitive situations, it still shows that captive shippers pay much higher rates than 
shippers who enjoy competitive alternatives. 

• Coal delivered to facilities in counties that are served by only one railroad pay 
about 32 percent more than shippers in counties where two railroads deliver 
equal amounts of coal to the facility and 59 percent more than shippers in 
counties where there are three shippers delivering equal quantities of coal to 
the facility. 

• Captivity on the originating end had less of an impact - with shippers in 
counties served by one railroad paying 6 percent more than origins served by 
two railroads of equal market shares and 10 percent more than origins with 
three railroads having equal market shares. 

The study locates the vast majority of its analysis at the wrong level. The key policy 
questions before the STB and the Congress involve specific commodities in specific markets 
served by specific commodities, specific markets or specific railroads. The competition 
study devotes most of its attention to the industry as a whole, rather than specific 
commodities, specific markets or specific railroads. This is a classic case where the average 
for the industry thoroughly misleads the policy maker. For example, the study concludes that 
“Rates on average need to be marked up over marginal cost by about 70 percent to achieve 
revenues sufficient to cover cost” (p. 1 8-35). Even with this figure that is based on a 
methodology that overstates the cost of capital substantially, 

• Two of the major national railroads (the Burlington Northern (BNSF) and the 
Norfolk Southern (NS) are well above that figure. 

• The same two railroads have had a return on equity that far exceeded their 
cost of capital as calculated by the STB in 2005. For the BN, the return on 
equity was almost twice the cost of capital, while for the NS it was almost 1.5 
times the cost of capital. 

The study also shows that a large amount of traffic carried by the rails - one fifth - 
does not cover its variable cost. This means that if this traffic were shed, the profit of the 
railroads would increase. This represents a substantial inefficiency that suppresses the 
income of the railroads and increases the burden on captive shippers, hr violation of the 
explicit language of the Staggers Act. 

• The railroads that are not revenue-adequate might be so, if they shed this non- 
compensatory traffic or raised the rates it pays. Those that are exceeding their 
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cost of capital would do so by an even larger margin if they shed this non- 
compensatory traffic or raised the rates that it pays. 

• Differential pricing in excess of what is necessary has resulted in excess profits 
and massive cross-subsidies, which means captive shippers are being abused. 

The report glosses over the central reality of the rail industry. 

• Captive shippers are forced to suffer higher rates because of the persistent 
inefficiency embodied in this traffic. Justice delayed is justice denied. More 
than a quarter of a century after the passage of the Staggers Act, captive 
shippers have a right to demand that regulators no longer allow this 
inefficiency to burden traffic captive shippers. The STB has failed to address 
this problem, in violation of the Staggers Act, and its competition analysis 
ignores this problem entirely, 

The discussion of revenue adequacy is inadequate in other ways. The STB has 
adopted a definition of revenue adequacy after years of controversy. 

• The study also cites a single 2004 Wall Street analysis that notes that the rails 
had just reached an adequate return, but makes no effort to look at more 
recent years, yet if several railroads were at or above revenue adequacy in 
2005, they were likely well above it in the last couple of years because prices 
and profits have been rising sharply. 

• There are numerous other Wall Street analyses that show that in recent years 
rail returns have exceeded their cost of capital and that rates continue to rise 
rapidly. 

• These Wall Street analyses project that rates are likely to continue to rise as a 
result of the pricing power the railroads have achieved through mergers and 
the elimination of spare capacity. 

Our analysis, designed to give a balanced view of the structure, conduct and 
performance of the rail industry since the passage of the Staggers Act fills many of the holes 
in the STB analysis. 

Policy Recommendations 

This review of the state of the rail freight industry demonstrates that the mergers of 
the mid-1 990s have created a highly concentrated market structure in which neither 
intramodal competitive forces within the rail sector nor intermodal competition from trucks 
and water transport is sufficient to discipline the abuse of market power. Anticompetitive 
conduct has further weakened competition by undermining interline traffic. The STB has 
done little, if anything, to prevent or diminish this abuse. With captive shipper rates and rail 
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profits escalating rapidly the harm to consumers, shippers and the economy is mounting 
rapidly. The need to address this growing national problem is urgent. 

The STB has failed to implement the captive shipper and procompetitive provisions 
of the Stagger Act to protect the public. We identified this central problem over a quarter of 
a century ago. It has festered ever since and. as we show in this analysis, now costs 
consumers billions of dollars per year. 

The consumer protection and pro-competitive provisions of the Staggers Act, which 
the STB has failed to implement properly, should be brought back to life with legislation to 
fill their proper function. Legislation is necessary because the regulators have failed to 
properly implement these provisions for a quarter of a century. There is no prospect that 
the STB is willing or able to correct the problem on its own. 

Removing Barriers to Competition 

First, since competition is the best form of consumer protection, we begin by 
describing the policy changes necessary to reinvigorate rail-to-tail competition. After a 
quarter of a century in which competition has shriveled in the industry, the provisions of 
existing law that protect the railroads from vigorous antitrust enforcement must be 
eliminated. 

Antitrust Law: Lifting the exemption from the antitrust laws will immediately 
expose the most blatantly anticompetitive practices, like paper barriers to pressures for their 
elimination. These artificial barriers to competition, imposed by the railroads to ensure they 
would be able to exercise the market power accumulated through mergers, should fall by the 
wayside quickly. The permanent structural barriers to competition posed by terminal and 
bottleneck facilities will also come under scrutiny, but these are likely best dealt with under a 
repaired regulatory structure at the STB. 

Stagger Act Access to Bottlenecks: The existing statute provides for terminal 
trackage rights without showing ''competitive abuse." The ICC invented the “competitive 
abuse” and shifted the emphasis away from promoting competition, which was the intention 
of the act statute. That test should be eliminated, so that Congressional intent to promote a 
competitive and efficient rail industry is fostered. 

The STB created a statutory concept out of whole cloth, ruling that rails do not have 
to quote “bottleneck rates” unless a shipper has a contract from a railroad that could serve 
the shipper if the shipper is quoted the "bottleneck rate.” Of course, shippers universally 
cannot get such contracts, so the STB’s ailing stifled competition and produced inefficiency. 
In essence the STB rule reinforced the incentive to refuse to quote competitive rates and 
became an ideal tool to implement parallel, anticompetitive action. The STB’s ruling should 
be overturned by requiring rails to quote “bottleneck rates.” 
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Preventing the Abuse of Endemic Market Power 

Second, policy makers should be under no illusions about the pervasiveness of 
market power. The highly concentrated market structure and substantial physical barrier to 
entry mean that even where the artificial, conduct-based impediments to competition are 
removed, there will be a great deal of market power remaining in the sector. Thus, 
regulatory oversight to effectively protect captive shippers from abuse will still be necessary. 

Rate Threshold: No other regulatory agency uses the “stand-alone cost” test. It is 
ludicrous that a captive shipper should have to pay several millions of dollars just to 
challenge a rail rate, and that a railroad has to spend several millions of dollars to defend the 
rate. The SAC test was adopted in 1985 to permit railroads to charge the highest rates 
economists could justify, due to the rails’ then-revenue inadequacy and then-excess capacity. 
Those justifications no longer apply, so there is no justification for the SAC test, if there ever 
was. It should be repealed. With unchallenged market power and enduring captivity, the STB 
should return to a rate standard based on cost plus a reasonable return. The railroads should 
bear the burden of proving that rates above the threshold of 1 80 percent of variable cost are 
reasonable, including a showing that all traffic is compensatory. 

Cost of Capital: The STB has consistently overstated the cost of capital, allowing the 
rails to abuse then market power and earn excess profits. The STB did adopt new cost-of- 
capital rules to rely on the so-called “CAPM” methodology, rather than the largely 
discredited discounted cash flow (“DCF”) methodology, to measure the railroads’ cost of 
capital. It then ahnost immediately backtracked, adopting a revised formula using 50 percent 
CAPM and 50 percent DCF to determine the cost of capital. Still, the new rules 
demonstrate that the STB’s old methodology of using only the DCF measure of the cost of 
capital substantially overstated the railroads’ cost of capital and therefore led to the 
unwarranted conclusion that virtually no railroads were revenue-adequate for most of the 
last 30 years. The STB did reject the railroads’ petition to adopt a replacement-cost 
methodology rather than a net-investment methodology for determining the asset base for 
revenue-adequacy determinations, but the railroads continue to advocate for replacement 
costs at both the STB and before Congress. No regulatory agency in the United States, for 
any regulated industry, uses a replacement-cost methodology to determine either revenue 
adequacy or maximum reasonable rates. The STB should use the CAPM model and 
Congress will have to be vigilant to prevent the use of replacement costs to determine either 
revenue adequacy or a maximum reasonable rail rate. 

Small Shippers: Also, the STB’s “small-shipment” rate-challenge rules - to be used 
when the SAC test is not available (due to the absence of sufficient volumes to allow it to 
work — have artificial limits on relief ($1 million over 5 years, or $5 million over 5 years, 
depending on whether the “three-benchmark” methodology, or the so-called “simplified 
stand-alone cost” methodology, is used). There is no justification for those artificial limits 
on relief. Those limits appear to have limited the number of cases filed to two (by DuPont 
and US Magnesium). Small shippers apparently cannot justify the large transaction costs 
(hundreds of thousands, perhaps 500 hundred thousand, dollars) just to present such a case. 
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With the prospect of, at most, only $ 1 million in relief over 5 years, that is too risky to 
justify. Apparently, no one really knows how the so-called “small-shipment” rate-case 
guideline would work, or if it would work, so no shipper has filed a case under that test. So. 
the STB ‘'small-shipment” rate-case guidelines appear largely unavailable and too expensive 
to produce meaningful relief. 

Once the statute is amended to compel the STB to provide captive shippers the 
protections that the Staggers Act intended, the agency will require adequate funding and staff 
to implement those protections effectively. 

OUTLINE 

The remainder of Part T describes the structure, conduct, performance approach to 
the analysis of industrial organization, which is used in this analysis. This paradigm has been 
the dominant approach to analysis of industrial organization for almost a century and it 
pinpoints the key issues in the rail industry. 

Part 11 discusses the structure and conduct of the rail industry since the passage of 
the Staggers Act. Section 111 describes the sweeping changes in rail market structure and 
conduct that have taken place in the past two decades. Section IV discusses basic conditions 
that have created the opportunity for the railroads to increase the exercise of their market 
power. These recent rail market developments have triggered the growing calls to rein in rail 
abuse. 


Part HI examines the performance of the rail industry in the past decade. Section V 
examines broad patterns of price increases at the national level, which provide evidence of 
the abuse of market power. Section VI shows that these abuses are even more pronounced 
when examined in specific product and geographic markets. Section VII reviews quality of 
service issues. Section VIII shows that the railroads are not only revenue adequate, but are 
earning excessive returns and engaging in substantial cross subsidization. Section IX 
discusses policies to correct the problem. 
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11. ANALYTIC FRAMEWORK 

Definitions and Concepts 

This analysis relies on the structure, conduct performance (SCP) view of industrial 
organization and economic activity, which "provides a useful framework for organizing and 
discussing a number of important concepts.’ 1 ' It has been the dominant public policy 
paradigm in the United States for the better part of a century. 1 * Figure II- 1 present two 
graphic representation of the SCP framework from two prominent economic texts. The key 
elements of the paradigm that will be discussed below are highlighted in both of the Figures. 

The central concern in the paradigm is with market performance, since that is the 
outcome that affects consumers most directly. The concept of performance is multifaceted. 
It includes, among other factors, productive and allocative efficiency, progress, and fairness. 1 ’ 
The measures of performance to which we traditionally look are pricing and profits. They 
are the most direct measure of how society’s wealth is being allocated and distributed. 11 

The performance of industries is determined by a number of factors, most directly 
the conduct of market participants. 11 Do they compete? What legal (or illegal ) tactics do they 
employ? Flow do they advertise and price their products? The fact that conduct is only part 
of the overall analytic paradigm is important to keep in mind. 

Conduct is primarily a product of other factors." Conduct is affected and 
circumscribed by market structure. Here we look at the number and size of the firms in the 


15 Viscusi, Kip. W. John M. Vernon and Joseph Tv. Harrington, Jr., Economics of Regulation and Antitrust (Cambridge: VTTT Press, 2001 ), p. 62. 

^Scherer and Ross 1990. p. 4.: We seek to identify sets of attributes or variables tiiat influence economic performance and to build theories 

detailing the nature of the links between these attributes and end performance. The broad descriptive model of these relationships 
used in most industrial organization studies was conceived by Edward S. Mason at Harvard during the 1930s and extended by 
numerous scholars. 

L ' F. M Scherer and David Ross, Industrial Market Structure and Economic. Performance (Houghton Milling: Boston. 1990) (liereafler Scherer 
and Ross), p. 4. 

16 Scherer and Ross 1990, p, 4: We begin with the fond ament al proposition that what society wants from producers of goods and services is good 

performance. Good performance is multi dimensional... Decisions as l.o what, how much and how l.o produce should be efficient in 
two respecls: Scarce resources should nol be vvasled, and production decisions should be responsive qualitatively and quanlilalively lo 
consumer demand s. 

The operations of producers should be progressive, taking advantage of opportunities opened up by science and technology to increase output per 
uuit of input and to provide consumers with superior uew products, iu both ways contributing to the long-run growth of real income 
per person. The operation ofproducers should facililale stable lull employment of resources .. . The disl.ribul.ion of income should be 
equitable. Equity is notoriously difficult to defiue, but. it implies at least that producers do not secure rewards in excess of what is 
needed to call forth the amount of services supplied. 

19 Scherer and Ross 1990 p. 4: Performance in particular industries or markets is said to depend upon the conduct of sellers and buyers in such 

mailers as pricing policies and practices, overt and taciturn inter firm cooperation, product line and advertising strategies, research and 
development commitments, investment in production facilities, legal tactics (e. g. enforcing patent rights), aud so ou. 

■ fl Scherer and Ross 1990, p. 5: Conduct depends in turn upon the structure of the relevant market, embracing such features as the number and size 
distribution of buyers and sellers, the degree of physical or subjective differentiation prevailing among competing seller's products, the 
presence or absence of barriers to entry of new films, the ratio of fixed to total costs in the short, run for a. typical firm, the degree to 
which firms are vertically integrated from raw material production to retail distribution and the amount of diversity or 
conglomcrateness characterizing individual fi nns 1 product lines. 

Mark el. structure and conduct are also in lluenced by various basic conditions . For example, oil the supply side, basic conditions include the 

location and ownership of essential raw materials; the characteristics of the available technology (e.g. batch versus continuous process 
productions or high versus low elasticity of input substitution); the degree of work force unionization; the durability of the product; the 
time pattern of production (e.g. whether goods are produced to order or delivered from inventory); the value/ weight characteristics of 
the product an so on. A list of signi ficanl. basic comli lions on the demand side must include al. least the price elasticity of demand at 
various prices; the availability of (and cross elasticity of demand for) substitute products; the rate of growth and variability over time 

17 
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industry, their cost characteristics and banders to entry, as well as the basic conditions of 
supply and demand. 

Figure 11-1: The Structure-Conduct-Performance Model of Industrial Organization 


Viscusi, Kip, W. John M. Vernon and Joseph E. Harrington, Jr., Economics of Regulation and 
Antitrust (Cambridge: MET Press, 200 1), p. 62. 



F. M Scherer and David Ross, Industrial Mirket Structure and Economic Performance (Houghton 
Miffing: Boston, 1930) (hereafter Scherer and Rossi p. 5. 
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of demand; the method employed by buyers in purchasing (e.g. acceptance of list prices as given versus solicitation of sealed bids 
versus haggling); and the marketing characteristics of the product sold (e.g. specialty versus convenience shopping method). 
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Regardless of how much weight one gives to the causal assumptions of the paradigm, the list 
of variables is important. These are the factors that taken together determine whether 
markets work or fail." Also note that the paradigm contemplates the possibility that 
structure and behaviors affect basic conditions." There are feedback effects in the model 
and policy plays a key role in the paradigm. Antitrust and regulation are central factors. 

The theoretical concepts in the framework are challenging empirically. Pure and perfect 
competition is rare, but the competitive goal is important." Therefore, a great deal of 
attention has been focused on the relative competitiveness of markets and conditions that 
make markets more competitive or workably competitive. Summarizing an “explosion of 
articles on workable competition” Scherer and Ross developed a list of "the criteria of 
workability suggested especially frequently by diverse writers [that] can be divided into 
structural, conduct and performance categories." The list is presented in Figure II-2, 
verbatim from the text. Again, the items that will be discussed below are highlighted. 

As we shall see, the number of rails has shrunk and their size has grown so large that 
it is doubtful that the first structural condition on minimum efficient scale is being met. 

There is a clear and growing pattern of artificial inhibitions on mobility and entry, in addition 
to natural barriers to entry that are huge. Thus the second structural condition is being 
violated. The conduct conditions for workable competition are also widely violated. 
Participants in the industry have begun to signal their pricing intentions with published 
tariffs to diminish price competition and there is a pervasive pattern of exclusionary tactics 
and harmful price discrimination. In the performance area, there is substantial inefficiency, 
poor service quality and excess profits, as well as a lack of responsiveness to consumer 
demand. 

Efficiency 

Hie efficiency outcome is so central to the paradigm that it deserves more detailed 
discussion. The focal point of market structure analysis is to assess the ability of markets to 
support competition, which “has long been viewed as a force that leads to an ideal solution 
of the economic performance problem, and monopoly has been condemned.’" 5 The 
predominant reason for the preference for competitive markets reflects the economic 
performance they generate, although there are political reasons to prefer competitive 
markets as well. “ hi particular, competition fosters efficient allocation of resources, absence 


" Scherer ami Ross 1 r v 6. 

2i Scherer and Ross. p. 6.: As the solid arrows of Figure 1.1 suggest, we shall be concerned mainly with causal flows running from market 
structure and/or basic conditions to conduct and performance. That. is. wc seek theories that, permit us to predict, ultimate marker, 
performance from market structure, basic conditions, and conduct... 

There are also important feedback effects (dashed arrows in Figure 1.1). For instance, vigorous research and development, efforts can alter an 
industry’s technology, and hence it cost conditions and/or the degree of physical productions differentiation. Or sellers’ pricing 
policies may cither encourage or discourage entry or drive firms our. of the marker, thereby transforming the dimension of market, 
structure. In this sense, both basic condi lions and market structure variables are endogenous, that is determined within the whole 
system of relationships and not fixed by outside forces 

23 Scherer and Ross 1990, p. 16-17. 

21 Scherer and Ross 1990, p. 53. 

25 Scherer and Ross 1990, p. 1 5. 

20 Scherer and Ross 1990, p. IS. 
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of excess profit, lowest cost production and provides a strong incentive to innovate; 7 Where 
competition breaks down, firms are said to have market power and the market falls short of 
the desired efficient results. 7 " 


Figure IT-2: Criteria of Workable Competition 

Structural Criteria 

‘The number of traders should be at least as large as scale economies permit. 

*There should be no artificial inhibitions on mobility and entry. 

There should be moderate and price-sensitive quality differentials in products 
offered. 

Conduct Criteria 

*Some uncertainty should exist in minds of rivals as to whether price 
initiatives will be followed. 

Firms should strive to attain their goals independently, without collusion. 

*There should be no unfair, exclusionary, predatory, or coercive tactics. 

* Inefficient suppliers and customers should not be shielded permanently. 

Sales promotions should be informative, or at least not misleading. 

*There should be no persistent, harmful price discrimination. 

PERFORMANCE CRITERIA 

‘ Firms’ production and distribution operations should be efficient and not 
wasteful of resources. 

*Output levels and product quality (that is variety, durability, safety, 

reliability, and so forth) should be responsive to consumer demands. 

‘Profits should be at levels just sufficient to reward investment, efficiency, 
and innovation. 

‘Prices should encourage rational choice, guide markets toward equilibrium, 
and not intensify cyclical instability. 

Opportunities for introducing technically superior new products and processes 
should be exploited. 

Promotional expenses should not be excessive. 

Success should accrue to sellers who best serve consumer wants 

Source: F. M Scherer and David Ross. Industrial Market Structure and Economic Performance 

(Houghton Milling: Boston, 1990) (hereafter Scherer and Ross), p. 53-54). 


27 Scherer ami Ross 1990, p. 4, 20. 

28 Scherer and Ross 1990, p. 17-18. 
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In modern economic theory, a market is said to be competitive (or more 
precisely purely competitive) when the number of firms selling a 
homogeneous commodity is so large, and each individual firm’s share of the 
market is so small, that no individual firm finds itself able to influence 
appreciably the commodity price by varying the quantity of output it sells. . .. 

Pure monopolists, oligopolists, and monopolistic competitors share a 
common characteristic: each recognizes that its output decision have a 
perceptible influence on price, or in other words, each can increase the 
quantity of output it sells under given demand conditions only by reducing its 
price. All three types possess some degree of power over price, and so we say 
that they possess monopoly power or market power. 

Homogeneity of the product and insignificant size of individual seller and 
buyers relative to their market (that is atomistic market structure) are sufficient 
conditions for the existence of pure competition. . . Several additional 
structural conditions are added to make competition in economic theory not 
only “pure” but “perfect.” The most important is the absence of barriers to 
entry of new firms, combined with mobility of resources employed:" 

The competitive marketplace exhibits three desirable economic efficiency 
characteristics. 

The long-run equilibrium state of a competitive industry has three general 
properties with important normative implications: The cost of producing the 
last unit of output — is equal to the price paid by consumers for the unit. . . 

With price equal to average total cost for the representative firm, economic 
(that is, supra-nonnal) normal profits are absent. . . In the long-run 
equilibrium, each firm is producing its output at the minimum point on its 
average total cost curve. 

The discussion of efficiency criteria can be related directly to the rail industry. 
Because the railroad industry has high fixed costs, the first condition, analyzed as marginal 
cost equals price, cannot hold if the industry is to be economically viable. The prices it 
charges must not only cover (equal) marginal (or variable) costs, they must also cover the 
capital costs to deploy and maintain the physical plant necessary to provide the service. 

There must be a mark-up of prices above marginal costs. Price should equal average total 
cost, which is higher than marginal cost in the case of the rail industry. In practical terms, 
the revenue-to-variable cost ratio (R/VC) must be greater than 1 . 

While the first condition needs to be framed properly for the rail industry, the second 
and third conditions can apply directly. The second condition, the mark-up of prices above 
costs, should allow the railroads to earn a normal return on capital without including any 


21 Scherer ami Ross. 1990, 15. 16, 17. 
30 Scherer and Ross. 1990. 20. 
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supra normal profits. Here the rail industry goes astray, it is generally agreed that the 
railroads must mark up prices by 30 to 50 percent above variable costs to cover their cost of 
capital. In other words, the second condition is met when R7VC = 1 .3 to 1 .5 (when the 
proper cost of capital is used, as opposed to the STB’s inflated cost of capital). The revenue- 
to-variable cost ratios for several of the railroads exceed the level necessaiy to cover cost. 

We can observe directly whether railroads are earning supra-normal (or excess profits) by 
comparing their return on equity to the market cost of equity capital. 

The third condition can also be met. A railroad can operate at a point where average 
total costs are minimized and all traffic covers its marginal cost. If the railroad is operating 
at a level above the average total cost minimum in a range where average total costs are 
greater than marginal costs, it should lower prices and expand output. If the railroad is 
operating in an area where average total costs are above the minimum in a range where 
marginal costs are above average costs, it should raise prices and lower output. Here too, 
the railroads have missed the mark to the detriment of captive shippers. Railroads are cross- 
subsidizing competitive traffic and failing to maximize contribution to fixed costs on this 
traffic as required by the Staggers Act. 

Given that the railroads carry a mix of traffic that has various costs and face different 
levels of competition, we would expect to see different movements with different revenue- 
to-variable cost ratios. Differential pricing is inevitable. However, these three conditions 
combine to define a clear performance outcome thatis efficient. Where the firm does not 
earn excess profits and all traffic is compensatory, the revenue-to-variable cost ratio on 
captive traffic will not be excessive. This will not happen as a result of market forces, 
however. Where market power exists, railroads have incentives to increase rates on captive 
traffic to increase profits and under some circumstances cross-subsidize more competitive 
traffic. Regulation is supposed to prevent this outcome, which is both inefficient and 
inequitable. 

Lax regulation has allowed the contemporary rail industry to violate both the excess 
profit and the total cost conditions. Some railroads are earning a return on equity that is 
above the market return on equity capital and they are carrying a substantial amount of 
traffic that does not cover its marginal cost. In other words, the railroads are overcharging 
some (captive) shippers and undercharging other shippers. The burden falls on captive 
shippers who are paying rates that are on average almost 30 percent higher than they should 
be. 


The analysis of efficiency should not only focus on efficiency within the rail sector. 
Because transportation is an infrastructural service, a vital input that affects a broad range of 
economic activity, distortions within the rail sector affect the economic activities that rely on 
it. 51 CFA identified this problem with respect to the electricity sector early in the debate over 
abuse of market power by the rails. 


; ' 1 Alfred E. Kahn, The Economics of Regulation: Principles and Instiuiiims (Cambridge: MIT Press) p. 11. 
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Inefficiency in railroad operations is sustained and supported by the 
unrestrained ability to exercise monopoly power. Choices about generating 
capacity and sources of energy may be distorted by the distortions of 
transportation costs. Inefficient allocation of resources within the economy 
results from the transfer of wealth from consumers to rail stockholders ; 1 

Recent theoretical analysis confirms that this broader perspective must be brought to 
bear on the issue. 

The purpose of this paper is to study how the deregulation of the transport 
sector affects social welfare once it is recognized that firms and mobile agents 
are free to relocate in the long-run response to permanent changes hi fie ight 
rates and consumer prices. Our key result is to show that there is a trade-off 
between short run benefits and long run losses; in the short run, transport deregulation 
reduces static deadweight losses arising from marker power in both the 
transport and manufacturing sector; but in the long run, it generates 
deadweight losses because of sub-optimal redistribution of industrial activity 
across regions. " 

Recent empirical evidence suggests that the problem persists and has spread to other 
sectors as railroad abuse of market power had increased. There is a range of distortions 
beyond the shift of resources from consumers and captive shippers to rail owners, including 
shifts in fuel choices, transportation sources used, and decisions about plant location. 

Analyzing Market Structure: Measuring Market Concentration 

With the efficient results created by competition as the focal point of the overall 
analysis, it is natural that the central concern in describing markets is to analyze the state of 
competition. The number and size of firms in the market becomes the launch point for 
much analysis in an effort to ascertain whether a small number or an “individual firm finds 
itself able to influence appreciably the commodity price by varying the quantity of output it 
sells.” 


Measuring concentration for purposes of market structure analysis has received a 
great deal of attention. Market structure analysis is used to identify situations where a small 
number of firms control a sufficiently large part of the market as to make coordinated or 
reinforcing activities feasible. Where monopoly exists, the ability to influence price is likely 
present, especially for commodities that have few substitutes. Monopoly is not the only 
circumstance under which power over price can exist. Through various implicit and explicit 
mechanisms, a small number of firms can reinforce each other's behavior, rather than 


Cooper, Mark. 1985a. The Consumer Impact of the Unregulated Railroad Monopoly in Coal Transportation. Subcommittee on Monopolies and 
Commercial Law of the Judiciary Committee, U.S. House of Representatives. June 27, p. 4. 

Behrens, Kristian, Gaigne, Garland Thisse. Jacques-Francois, 2007, Is the Regulation of the Transport Sector Always Detrimental to 
Consumers?. Center for Tconomic Policy Research, Discussion Paper No. DP61 85, March 
Available at SSRN: ht tp: >v s sm.com/ 'abstract^ 1 1 3 3829 
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compete." The opening section of the Department of Justice Merger Guidelines states the 
issue as follows: 

Market power to a seller is the ability profitably to maintain prices above 
competitive levels for a significant period of time.f/ In some circumstances, a 
sole seller (a "monopolist") of a product with no good substitutes can 
maintain a selling price that is above the level that would prevail if the market 
were competitive. Similarly, in some circumstances, where only a few firms 
account for most of the sales of a product, those firms can exercise market 
power, perhaps even approximating the performance of a monopolist, by 
either explicitly or implicitly coordinating their actions. Circumstances also 
may permit a single firm, not a monopolist, to exercise market power through 
unilateral or non-coordinated conduct - conduct the success of which does 
not rely on the concurrence of other films in the market or on coordinated 
responses by those firms. In any case, the result of the exercise of market 
power is a transfer of wealth from buyers to sellers or a misallocation of 
resources. 

*/ Sellers with market power also may lessen competition on dimensions 
other than price, such as product quality, service or innovation? 

Identification of when a small number of firms can exercise market power is not a 
precise science. Generally, how'ever, when the number of significant linns falls into the 
single digits, there is cause for concern. 


,4 Lawrence Sullivan and Warren S. Grimes. The Law of Antitrust: An Integrated Handbook, Hornbook Series (West Group. St. 
Paul. 2000), at 596-597: l lie coordination that can produce adverse effects can be either tacit or express. And such 
coordination need not be unlawful in and of itself. According to the 1992 Guidelines, to coordinate successfully, firms 
must reach terms of interaction that are profitable to the firms involved and be able to delect and punish deviations. The 
conditions likely to facilitate these two elements arc discussed separately, although they frequently overlap. 

hi discussing how firms might reach terms for profitable coordination, the Guidelines avoid using the term 

''agreement, '■ probably because no agreement or conspiracy within the meaning of Section 1 of the Sherman 
Act is necessary for the profitable interaction to occur. As examples of such profitable coordination, the 
Guidelines list 'coni m on price, fixed price differentials, stable market shares, or customer or territorial 
restrictions.'' Sometimes the facilitating device may be as simple as a tradition or convention in an industry. 

The rule of thumb reflected in all iterations of the Merger Guidel in es is that the more concentrated an industry, the 

more likely is oligopolistic behavior by that industry... Still, the inference that higher concentration increases 
the risks of oligopolistic conduct seems wcl I grounded. As the number of industry participants becomes 
smaller, the task of coordinating industry beha vior becomes easier. For example, a ten-firm industry is more 
likely to require some sort of coordination to maintain prices at an oligopoly level, whereas die three-firm 
industry' might more easily maintain prices through parallel behavior without express coordination. 

Oligopoly' conditions may or may not require collusion that would independently violate Section 1 of the Sherman Act. 

A supraeompetitive price level may be maintained through price leadership (usually' the leader is die largest 
firm ), through observance of a well-established trade rule (e.g., a convention of a 50 percent markup in price 
among competing retailers), or through strategic discipline of nonconforming members of the industry. The 
most common form of such disciplining action is the price war, instituted to prevent any member from 
gaining market share at the expense of the others. An industry' characterized by two-level pricing-a higher 
level of pricing that normally prevails but is interrupted by occasional price wars-may be exercising this 
oligopolistic behavior. The price war is aimed at diseouragiug industry participants Irom abandoning price 
discipline. 

■’ 5 U.S. Department of Justice 1997. section 0.1. 
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Where is the line to be drawn between oligopoly and competition? At what 
number do we draw the line between few and many? In principle, 
competition applies when the number of competing firms is infinite; at the 
same time, the textbooks usually say that a market is competitive if the cross 
effects between firms are negligible. For up to six firms one has oligopoly, 
and with fifty firms or more of roughly equal size one has competition; 
however, for sizes in between it may be difficult to say. The answer is not a 
matter of principle blit rather an empirical matter? 

The clear danger of a market with a structure equivalent to only six equal-sized firms 
was recognized by the Department of Justice in its Merger Guidelines. These guidelines 
were defined in terms of the Herfindahl-Hirschman Index (HHI). This measure takes the 
market share of each firm, squares it. sums the result and multiplies by 1 O.OOOr 

A market with six equal-sized firms would have an HHI of 1667. The Department 
declared any market with an HHI above 1 800 to be highly concentrated. Thus, the key 
threshold is at about the equivalent of six or fewer firms (see Figure 11-3). 

Another way that economists look at a market at this level of concentration is to 
consider the market share of the largest four firms (called the 4-Firm concentration ratio ). 

In a market with six equal sized firms, the 4-Firm concentration would be 67 percent. The 
reason that this is considered an oligopoly is that with a small number of firms controlling 
that large a market share, their ability to avoid competing with each other is clear. 

Shepherd describes this threshold as follows: “Tight Oligopoly: The leading four 
firms combined have 60-100 percent of the market; collusion among them is relatively easy” 
(Shepherd, 1985. p. 4). 

While six is a clear danger sign, theoretical and empirical evidence indicates that many 
more than six firms are necessary for atomistic competition - perhaps as many as fifty firms 
are necessary. Reflecting this basic observation, the Department of Justice established a 


30 Friedman, J.W. 1983. Oligopoly Theory. Cambridge: Cambridge University Press, p. 8-9 

37 Shepherd 1985, p. 389, gives the following formulas for the Hertmdahl-Hirselmian Index (HHI) and the four Firm 
Concentration Ratio (CR4): 


H 



CR4- 


2 > 


where 

n = the number of firms 
Sj — the share of the ith firm. 
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Figure IT-3: Describing Market Structures 
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a = Antitrust practice finds monopoly firms with market share in the 65% to 75% range. Thus. HHIs in “monopoly 
markets can be as low as 4200. 

b = Duopolies need not be a perfect 50/50 split. Duopolies with a 60/40 split would have a higher HHI. 
c = Value falls as the number of firms increases. 

Sources: U.S. Department of Justice, Horizontal Merger Guidelines , revised April 8, 1997, for a discussion of 
(he HHI thresholds; William G. Shepherd, The Economics of Industrial Organization (Englewood Cliffs, NJ: 
Prentice Hall, 1985), for a discussion of four linn concentration ratios. J. W. Friedman, 1983. Oligopoly 
Theory. Cambridge: Cambridge University Press. 


second threshold to identify a moderately concentrated market. This market was defined by 
an HHI of 1000, which is equivalent to a market made up of 10 equal sized firms. In this 
market, the 4-Firm concentration ratio would be 40 percent. 
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Shepherd describes this threshold as follows: "Loose Oligopoly: The leading four 
firms, combined, have 40 percent or less of the market; collusion among them to fix prices is 
virtually impossible” (Shepherd, 1985, p. 4). 

Shepherd also notes that a dominant firm - "one firm has 50-100 percent of the 
market and no close rival” - is even more of a concern (Shepherd. 1 985. p. 4). 

Even the moderately concentrated threshold of the Merger Guidelines barely begins 
to move down the danger zone of concentration from 6 to 50 equal sized firms. Mergers 
between firms that result in markets that are moderately or highly concentrated raise 
concerns. 

b) Post-Merger HHI Retween 1 000 and 1 800 The Agency regards markets in 
this region to be moderately concentrated. . . Mergers producing an increase in 
the HH1 of more than 100 points in moderately concentrated markets post- 
merger potentially raise significant competitive concerns depending on the 
factors set forth in Sections 2-5 of the Guidelines. 

c) Post-Merger HHT Above 1800 . The Agency regards markets in this region 
to be highly concentrated. . . . Mergers producing an increase in the HHI of 
more than 50 points in highly concentrated markets post-merger potentially 
raise significant competitive concerns. ... it will be presumed that mergers 
producing an increase in the HHI of more than 100 points are likely to create 
or enhance market power or facilitate its exerciser 1 

These thresholds have been chosen based on theory, empirical evidence and 
experience with the exercise of market power. In a seminal 1 98 1 Harvard Law Review article, 
William Landes and Richard Posner, two of the leading Chicago School law and economics 
practitioners, argued that antitrust authorities should take market fundamentals into account. 
In assessing the potential impact of market power, “the proper measure will attempt to 
capture the influence of market demand and supply elasticity on market power” (Landes and 
Posner 1981, p. 947). Landes and Posner focus on the most common indicator of market 
power, the Lerner index, which measures the extent to which prices are marked up over 
costs. “We point out that the Lerner index provides a precise economic definition of market 
power, and we demonstrate the functional relationship between market power on the one 
hand and market share, market elasticity of demand, and supply elasticity of fringe 
competitors on the other.” 5 ’ 

The Lerner Index measures the first efficiency condition discussed above - the mark- 
up of price over cost. 

L= (P-C) 

P 


” DO.I, Merger Guidelines, Seclion 1 .5. 

i9 Richard Schmalensee. Another Look At Marker Power 95 Harv. L. Rbv. 1789. 1797 (1982); p. 938 
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[T]he Lerner Index /is] defined as: "[L] = (Price - Marginal Cost)/ Price... Its 
merit is that it directly reflects the allocatively inefficient departure of price 
from marginal cost associated with monopoly. Under pure competition, 

[L]=0. The more a firm’s pricing departs from the competitive norm, the 
higher the associated Lerner Index value. A related performance-oriented 
approach focuses on some measure of the net profits realized by firms or 
industries.” 1 " 

The Lerner Index is frequently expressed as the inverse of the elasticity of demand: 

L= IP-O =_L 
P E d 

where: 

e ! m = elasticity of demand in the market 

An improvement was suggested in which the Lerner index was related to a measure 
of the overall market concentration - the HHI. 4 ' Importantly, the Lerner Index is equal to 
the HHI divided by the elasticity of demand. 

I. = HHI =Si2 

Ed Ed 

e s j = elasticity of supply of the competitive fringe 
Si = market share of the fringe. 


The HHI uses the market shares of all participants in the numerator of the fraction 
since oligopolists may not '‘compete.” 4 " This observation provides the explicit theoretical 
link between the HHI -based market structure analysis and the efficiency outcomes in which 
we are most concerned in the following discussion - mark-ups of price over cost and excess 
profits. 


Landes and Posner rendered Lerner index in a somewhat different formulation. 

l= (p-q =_l = ^ 

P E d e d m + e s j (I -Si) 

where: 

Sd = the market share of the dominant firm 


10 Scherer and Ross 1990, pp. 70-71. 

41 A series of responses to tlie Landes and Posner article, were published in the Harvard Law Review the following year (Landes, William & 

Richard A. Posner, Market Power in Ami- trust Cases , 94 Harv. L. Rbv. 937, 953: (1981). These responses suggested limitations and 
improvements to the Landes and Posner approach. One of the main criticisms was that the authors were analyzing only the dominant 
firm market share in the numerator, when oligopolies are a more typical situation Janusz A. Ordover, Alan O. Sykes & Robert 
D. Willig. Herfindahl Concentration, Rivalry, and Mergers, 95 11a rv. L. Rev. 1 863-1 867 (1982). 

4 ‘ Other scholars argue that the formulation assumes Cornoul. oligopoly behavior. W. Kip Viscusi, John Vf. Vernon anil Joseph Tv. Harrington, .Tr., 
Economics of Regulation and Antitrust at 149. (2000). 
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eAn = elasticity of demand in the market 

e s j = elasticity of supply of the competitive fringe 

Si = market share of the fringe 

In other words, this formula says that the markup of price over cost will be directly 
related to the market share of the dominant firm and inversely related to the ability of 
consumers to reduce consumption (the elasticity of demand) and the ability of other firms 
(the competitive fringe) to increase output (the elasticity of supply.) 

Because Landes and Posner were arguing against a simplistic and mechanical focus 
on market share in market power analysis, they noted that their own formula should not be 
applied mechanically. They incorporated a number of traditional concerns by arguing that 
each of the terms in the equation should be defined to reflect other market characteristics in 
specific applications. Thus excess capacity, rather than simple market shares, barriers to 
entry, and long distance transport (such as a broad market definition), among other factors, 
should inform the analysis. On the demand side, substitutability (product definition) should 
be carefully examined. As discussed below, these four factors all point in the direction of 
greater abuse of market power in the rail industry. 

Over the years, the competitive thresholds used by the DOJ/FTC have been debated. 
Some have argued that the thresholds are too strict. There is a thread in the literature that 
concludes that ’‘four is few and six is many." Some even go farther, arguing that four is 
many. The rail industry is so highly concentrated that the debate between four and six firms 
as a threshold is largely irrelevant. For large segments of the rail industry, the number of 
options is considerably less than four. 

REGULATION WHERE MARKET POWER IS ENDEMIC 

Notwithstanding the aspiration for competition and the intention of merger policy to 
protect competition, there are situations where monopoly or concentrated markets exist and 
public policy attempts to ensure that the resulting market power is not abused to the 
detriment of the public and the economy. In the case of “natural” monopolies - like electric 
utilities - where is it believed that economies of scale will support only one firm or a very 
small number of firms and competition will not be vigorous, there is generally regulation of 
prices and service. 

Even where regulation is in place, policies are frequently adopted that seek to 
promote competition in those elements of the service that do not exhibit large economies of 
scale. Such policies require nondiscriminatory interconnection and carriage and access to 
bottleneck facilities. Electricity and telecommunications are two network industries that 
exhibit this mix of regulation of monopoly services and policies to promote competition 
around the monopoly core of the sector. 
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Monopolies can also come into existence through the working of the marketplace. It 
is not illegal to win a monopoly through fair and open competition. It is, however, illegal to 
obtain a monopoly through anticompetitive behavior or mergers (except where the Congress 
permits tat outcome by suspending the antitrust laws, as has been the case in the rail sector). 
Even where a monopoly is obtained through legal means, once it exists, its behavior is 
closely scrutinized. It is illegal to do things that unfairly preserve the monopoly or to use the 
market power of the monopoly to raise prices or reduce service quality. 

In essence, the accumulation of market power is deemed such an important 
economic problem that there are two broad sets of policy tools that seek to control and 
eliminate its harms - antitrust and regulation. Because of the aspiration for competition, the 
two main thrusts of economic policy often overlap where markets are highly concentrated 
and deliver vital infrastructural services. Market power is deemed so pervasive that 
regulation is necessary, but public policy recognizes that regulation is inevitably imperfect 
and may miss opportunities to promote competition. Thus, both regulation and the antitrust 
laws apply. 

For the past 30 years as a practical matter, railroad market power has been excused 
from both aspects of this oversight. Claiming (hoping) that competition could be unleashed 
in the rail industry, Congress largely deregulated the key aspects of rail operations - pricing 
and abandonment of service. It preserved rate regulation only where “captivity” could be 
proven but the ICC/STB has hnplemented this in a manner that favors railroads at the 
expense of shippers and undermines competition between railroads. 

The Staggers Act also continued and expanded rail industry exemptions from the full 
force of the antitrust laws. In addition to explicit exemptions, the Act also put the ICC/STB 
in charge of overseeing rail mergers, which confused the regulatory and antitrust roles. As a 
result, the industry has been allowed to become extremely concentrated and exhibit 
widespread anticompetitive practices and the abuse of market power, but shippers receive 
little regulatory protection from that abuse. Both regulation and antitrust have failed to do 
theh jobs in the rail industry, in part because Congress was too exuberant about competition, 
in part because the regulators have been too protective of the railroads at the expense of 
captive shippers. After more than a quarter of a century, it is time to correct the mistakes. 
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PART II: 

STRUCTURE AND CONDUCT: RAIUROAD MARKET POWER 
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III. MARKET STRUCTURE, CONDUCT AND BASIC CONDITIONS 
IN THE RAIL INDUSTRY SINCE THE PASSAGE 
OF THE STAGGERS ACT 

Economic theory predicts and empirical evidence confirms that the existence of 
market power in the rail industry, created by a series of mergers and anticompetitive 
practices, resulted in abusive pricing of rail services. While it was recognized that certain 
commodities would have to bear a larger share of the cost burden in order for the railroads 
to be economically viable, it was also acknowledged that the exercise of market power could 
be abusive. 

The exercise of market power and the expression of discontent by captive shippers 
have been uneven across time, but it is particularly intense at present. The historical pattern 
of rail behavior and the explanations for it help to explain why the issue is now on the front 
burner. 


In this chapter we review the broad patterns of change in rail market structure and 
conduct since the passage of the Staggers Act that have led to the repeated complaints of 
abuse of market power. The chapter begins where the discussion of the analytic framework 
left off, with the increases in market concentration as the foundation for the abuse of market 
power. 

mergers Create a Highly Concentrated Tight Oligopoly in the Rah 
Sector 


After the passage of the Staggers Act, the easy way to increase profitability was to 
exercise market power and raise prices where possible and seek to increase market power 
through mergers and anticompetitive behaviors. Rationalization of rail service, through 
abandonment of track and reduction in labor cost were initiated as well, but they take longer 
to produce results for the bottom line. Thus, in the mid-1980s captive shippers and 
consumers were concerned about rate increases and anticompetitive conduct. C'FA pointed 
to the mergers and the anticompetitive practices as a problem. 

Approximately one out of four miles of merged track since the passage of the 
Staggers Act has meant the elimination of competition and parallel routes. 

The academic analyses of potential mergers has uniformly cautioned against 
parallel mergers because the increase in market power can offset efficiency 
gains... 


Similar concerns must be expressed over foreclosure of competitive options 
through cancellation or overpricing of joint rates, reciprocal switching, and 
other arrangements that facilitate access to competing rail carriers. Since the 
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passage of the Staggers Act. the dominant railroads have used their increased 
flexibility to close out movements that involve competing carriers: 

Figure 111-1 summarizes the dramatic shrinkage of the number of Class 1 railroads 
from over 30 to four dominant railroads. 


Fin urc lll-l: Hail Mereers Since llie Passage of the Simmers Ad 



Source: “Testimony or David C'leavingcr. President National Association or Wheat Growers, House 
Committee on Small Business, Hearing to Review Rail Competition ami Service, May I. 2008. p. 2. 


The timing of the mergers and their impact on market structure is even more 
revealing, as shown in Figures 111-2 and III-3. In spite of the fact that the rail services are a 
local or regional market, which is more concentrated than the national market, the national 
figures tell an interesting story. The early post-Staggers Act mergers moved the national 
industry from the competitive range - an HHI below 1000 and a four-firm concentration 
ratio of around 40 percent - into the concentrated range. There ensued a period of stable 
market concentration. 


" Consumer Federation of Ament* l 4 M5b: V. “Merger* have eliminated much rail-to-rail competition I radiiional measures <•! concentration, 
such as the four-firm concentration ratio or Herfindahl indices indicate large increases in concentration since mid-l'JKV... I he 
cancellation of joint rales and reciprocal svt itching agreements the traditional arrangements by which freight moves between rail 
systems has shut down many infcr-rail movements, rendering many mm shippers captive to a single railroad Mergers and 
cancellation of interline movements go hand m hand (Cooper, Mari- ( 'ommoUUIet and Ihe Railroads After the Staggfn 

Aei I'reiiihi Rain. Operating < mis and Hariri Rimer, Washington. D.C.: Coalition for RaiI Fairness and Competition. October, p. 
:5v 
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Figure III-2: The Increase of Concentration Since the Staggers Act Measured by the 
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Source: Transportation Research Board. Research to Enhance Rail Network Performance (Washington. 
2(M»7), p. 68. 
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Figure 111-3: The Increase of Concentration Since the Staggers Act Measured by the 
Four Firm Concentration Ratio 
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Source: l'. S. Oovcrnment Accountability Office. Freight Railroads : Preliminary Observations on Rates, 
Competition, and Capacity Issues, June 21. 2(MI6, p. 12 
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The mega-mergers of the 1990s set the foundation for the current round of 
complaints from shippers. There was a huge jump in concentration - a 1000-point increase 
in the HHI to 2200 and a 30-percentage point jump in the four-firm concentration ratio to 
90 percent. Even at the national level, the railroad indusuy was well above the highly 
concentrated level. While the national level is relevant for identifying the pool of firms that 
are likely to enter local markets, the local market is the proper unit of analysis. 

At the local level the market structure is of much greater concern, as shown in Figure 
111-4. The GAO recently did a study using the Bureau of Economic Analysis Economic 
Areas as the unit of analysis to assess the state of competition. While we believe that this 
overestimates the extent of competition because many of the economic areas are so large 
that the railroads identified in each area may be too far apart to provide effective 
competition for many shippers, clearly this is a more appropriate unit of analysis than the 
national level. With this unit of analysis, only 6 percent of the Economic Areas have five or 
more shippers. Thus, 94 percent of the Economic Areas were tight oligopolies. Fifteen 
percent of the areas had only one railroad. Over three-quarters of the markets defined as 
BEA areas had 2 or fewer railroads. They are very tight oligopolies. Unfortunately, the 
GAO did not disaggregate the 2-4 category. This is important because the literature finds a 
big difference in terms of market power between 2 and 4 railroads serving an area. To say 
that the rail industry is highly concentrated is an understatement. 


Figure II 1-4: Number of Class I Railroads Service Economic Areas 



Mw|M' 


Source: li.S. Government Accounlahilii) Office, Freight Railroads: Preliminary Ohsen'ations on Rales, 
Competition , and Capacity Issues, June 21. 21MI6. |>. 14. 
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vl erger, Productivity and Market Power 

Econometric studies of the impact of mergers and changes in competition in this 
early period support the general conclusion that market power is a concern. 

These author’s results seem to indicate that there was a large reaction to the 
new deregulated environment, but once that was achieved, the productivity 
and cost improvements slowed down considerably. 

These studies of the effects of the Staggers Act on competition and rates in 
the rail industry reveal three cautionaiy warnings about the impact of 
deregulation on rates. First, the more recent evidence reveals a threat to the 
benefits of deregulation, as firms have consolidated their market power and 
experienced service problems. Second, the benefits of deregulation have not 
been equally shared among shippers. Those beholden to one railroad have 
typically experienced higher rates than shippers with competitive choices. 

Finally, if these and other rate studies rely on revenue per ton-mile without 
controlling for the characteristics of the shipments, then the resulting 
conclusions on price will be influenced by these other factors." 

While some studies find that mergers increased efficiency, the effect of mergers is 
small, in general, it is clear mergers were not essential to the productivity gains the industry 
made and the anticompetitive effects became apparent and may outweigh efficiency gains. 

The overall effect of mergers can be to reduce total efficiency if scale 
economies are the dominant effect in the merger. Mergers have not had any 
effect on the efficiency of shipping operations since deregulation; there has 
been a general improvement since deregulation in the efficiency at this stage 
of production, but firms which merged have not improved any more than 
firms which did not merge. . . . 

If mergers do not increase efficiency, why have there been so many mergers in 
the industry? Our results are consistent with earlier research suggesting that 
mergers may enhance market power, due to the presence of fewer, larger firms 
serving the market. These large firms then price above cost, increasing rail 
profits but causing deadweight loss.— In particular, the result that scale 
efficiencies in track networks can be reduced by mergers producing larger than 
efficient firms is potentially troubling. Since track is a very expensive sunk 
asset, not transferable to other markets or other uses, it can act as an entry 
barrier that protects incumbents against entiy and allows them to earn excess 
profits. Ft We conclude that pending and future mergers should be closely 
scrutinized to make sure that claimed efficiency improvements from the 
merger generally do exist, are not offset by increases in scale beyond efficient 


4-1 Tye, William R. and John Horn, ‘TranspoTl.al.ion Mergers: The Case of the U.S. Railroads,” in K.J. Burton and D.A. T Tenser (F,ds.), Handbook 
of Transport Strategy-, Policy and Institutions (Elsevier), p. 465. 
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market sizes, and are not smaller than deadweight loss inefficiencies cause by 
increases in prices as a result of those mergers. 

'iL Pittman finds evidence of such deadweight loss in post-merger pricing in 
the case of the ATSF merger. 

t^This finding is consistent with that of Friedlander et al. (1992) which shows 
substantial rises in profitability since deregulation. Schmidt (1999) discusses 
the sunk nature of track at greater length and gives some price-based evidence 
that market power is a problem in markets served by a small number of 
carriers. 41 

The observation on the importance of track as a barrier to entry and the role it plays 
in creating market power as a result of mergers underscores the importance of refusals to 
deal and the hostility to interline movements that have afflicted the rail industry. The spin- 
off of large quantities of track into short lines could well be an effort to reduce the 
inefficiencies of becoming too large, but the anticompetitive conditions placed on the new 
short lines erode competition and enable the merging roads to pocket the gains and not 
share them with consumers as would happen in competitive markets. In this sense, the 
mega-mergers of the mid 1990s clearly seem to have violated the primary structural 
condition for efficiency. The conduct of the railroads compounds the problem when they 
get too big and spin off short lines, but then undermine competition with contracts that 
foreclose markets. 

Stifling competition through foreclosure 

Creating small railroads might provide interline movements to competitors that could 
undermine the accumulation of market power that results from mergers and increasing size. 
The trunk lines were determined to prevent this competitive threat from materializing. They 
ensured the market power created by the mega mergers could be preserved by encumbering 
the transfer of the track to the more efficient short lines. The analysis of these 
encumbrances suggests that shippers are, on balance, not better off and likely worse off. 
Thus, railroad behaviors that prevent shippers from having competitive alternatives in an 
increasingly concentrated market become the focal point of attention. 

A theory was offered to justify clearly anticompetitive conduct that foreclosed 
competition. The theory claims that the shipper is either better off being captive to one 
monopolist or that it makes no difference that an interline movement with a competitive link 
is foreclosed. The claim is that there is one monopoly rent that will be captured by 
whichever entity has market power. This theory has been challenged and disproven across a 
wide range of contexts, including the rail industry (Massa, 2001 ). 


45 Chapin. Alison and Stephen Schmidl, “Do Mergers Improve efficiency? Fvidence from Deregulated Rail Freight.” Journal of transportation 
Economics anti Policy, 33 part 2. pp.158-159. 
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A sample of agricultural railroad movements is used to compare rates on 
traffic between markets where there is, and is not, a potential for such pricing 
behavior. The results strongly support the hypothesis that vertical exclusion 
pricing exists and varies across commodities with effects ranging from 6 to 24 
percent... 

In our model service differentials can provide a situation when railroads find it 
profitable to exclude upstream/downstream barge competition despite the 
fact that the railroad has higher operational costs. Further, the incentive to 
exclude barge is greater if the railroad operates with economies in production. 

Within the context of rail-barge competition, this strategy dictates that the 
railroad price over the rail-only leg of a potential intermodal routing will be 
higher than the optimal prices observed on similar non-intermodal routings. 

This is precisely what we observe in the pattern of railroad prices for the 
movement of grain. Consequently, we find evidence supporting the argument 
that vertical exclusion aimed at precluding barge participation in potential 
intermodal movements exists as a railroad pricing practice. Because this 
practice diminishes, or eliminates, the presence of one transportation mode in 
a variety of markets, the tendency may be regarded as anticompetitive." 

It is clear that, to the extent interline competitors are eliminated by vertical 
integration (or tied sales), a welfare loss to shippers will result; if interline 
competition is promoted; there will be a welfare gain. The possibility of 
foreclosure arises in a number of related rail-policy issues: end-to-end mergers, 
route cancellations, and access to facilities. J; 

There is little cooperation among mainline railroads to manage the rail 
network as an integrated system. Individual railroads manage their own 
networks to maximize their revenue; in so doing, they may ration capacity or 
allocate traffic for some kinds of freight over others, thereby degrading the 
whole system’s performance, participants claimed." 

A clear refutation of the theory occurred when competition for coal hauling entered 
the Powder River basin. Theory would have predicted that as rates declined due to 
competition at the origin of movements in the Powder River Basin, monopoly railroads at 
the destination would have increased their rates to capture the one monopoly rent (the '‘one- 
lump” theory ) that was available. Apparently, this did not happen. Utilities that were not 
captive to any railroad on the destination side experienced substantial rate reductions when 
competition occurred on the origin side, which is expected, but utilities that were captive on 
the destination side also enjoyed rate reductions, contrary to the theoretical prediction. 


4fi Button and Wilson. “Network Pricing: Service Differentials. Scale Economies, and Vortical Exclusion in Railroad Markets,” Journal of 
Transport Economics and Policy, 40: 2006, pp. 255, 275-176. 

1 ' Grimm. Curtis M.. Clifford Winston, and Carol A. Evans. 1992, “Foreclosure of Railroad Markets: A Test, of Chicago Leverage Theory,’ The 
Journal of Law and Economics, j5(Ocl.ober), p. 305 

^ Ortiz, David, S., Brian Weatherford, Henry Willis, Myles Collins. Naveen Mandova, and Chris Ordwich. 2007. Santa. Monica, Rand. p. 2 
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But even many utilities whose plants could be served by only one carrier saw 
their coal transportation rates go down significantly, provided the delivery 
carrier was “neutral” (that is, not aligned with either BN or CNW/UP). Such 
shippers were still able to solicit bids from both BN and CNW/UP for the 
right to originate their traffic (such bids were in most cases submitted as part 
of alterative joint rates with the neutral delivery carrier). The resulting through 
bids were typically much lower than the joint rates such shippers had paid 
before CNW/UP ’s entry into the PRBA 

anHow and why such shippers seemed to benefit form the new origin 
competition, despite remaining captive at the destination, has been the subject 
of much debate . . . N otwithstanding the one-lump theory, however, many 
representative of destination-captive coal shipper testified to the savings they 
achieved when they began to play the origin carriers off against one another in 
competitive bidding. Seeking to explain this phenomenon, some experts have 
suggested that the answer may lie in the nuances of inter-carrier relations (for 
example, the destination carrier might wish to remain on good terms with 
both origin competitors, and therefore not wish to be seen as too greedy or 
favoring one over the other, leading it to give each origin carrier the same 
“revenue requirement” for its delivery service, which in turn would allow the 
competing carriers’ price cuts to pass through to the shipper).® 

The key observation in this example is that the overall competitive fabric of the 
industry is extremely important. As long as there is a complex set of multimarket contacts 
between competing lines, they may not find it in their hiterest to extract the rents in 
individual origin cases, for fear of triggering retaliation in many other cases. This is 
particularly important for short lines, which are dependent on trunk lines for the origination 
of traffic. This observation underscores the threat of a highly consolidated industry that is 
also insulated regionally. As two railroads each come to dominate separate regions of the 
nation, the competitive market structure is simplified, making the anticompetitive extraction 
of rents easier. 

The dramatic foreclosure of competition on short lines, many of which were created 
through spin-offs from mergers, becomes a particularly important competitive issue. The 
creation of paper barriers - contract conditions that preclude competition through interline 
movements involving the short lines - is the quintessential “artificial inhibition on entry.” If 
efficiency gains can be achieved by breaking up the one monopoly, which appears to be the 
motivation for the spin off of short lines, then cost declines may result in quality 
improvement or rate reductions. Encumbering short line segments that link to potentially 
competitive interconnection points with anticompetitive conditions can have negative long- 
term effects, keeping rivals out of the market, increasing costs if there are diseconomies of 
scale, and preventing or distorting the location of new facilities. In the case of short lines in 
the U.S. these negative outcomes are distinct possibilities. There are significant amounts of 


Avery and Ericson. 2004. p. 6 
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track involved (almost one-third of total U.S. plant), large quantities of traffic are exchanged 
with trunk lines (as much as two thirds of short line traffic), and significant price increases 
resulting from the anticompetitive practices that competitive interline movements could 
address. 

The exact magnitude of the competitive benefits from removing paper 
barriers is difficult to quantify, but the circumstantial evidence suggests that 
the benefits may be significant. As this article has noted, many regional and 
short lines are restricted in their ability to interchange traffic with another 
carrier. Moreover, a large volume of regional and short line traffic is 
interchanged with another carrier. A recent survey of 1 70 regional and short 
line railroads shows that 66 percent of the survey respondents’ traffic is 
interlined with another carrier. According to the former president of a regional 
and short line trade group, trunk lines earn 4 billion of revenues from 
interchanging cars with regional and short line annually. He also claimed that 
shippers may pay as much 25 percent more for rail service because of paper 
barriers.’" 

“Paper barriers” are additional short-line railroad problem vis-a-vis Class 1 
railroads. These result when the selling Class 1 railroad, as a condition of sale, 
insists that the purchasing carrier will only interline with the selling railroad, 
even if other short-lines of Class 1 carriers have trackage that connects to the 
purchasing short-line. The result is that the acquiring railroad has much less 
bargaming power with the Class 1 earner, because it can only use one railroad 
to interline traffic.” 

Yet another Class I related problem is that the large railroads sometimes try to 
convince shippers to establish their new facilities directly on the Class I’s 
trackage, as opposed to locating on the short-line carriers trackage. Another 
conundrum for short-line carriers is when Class I railroads try to persuade 
shippers to truck their freight directly to the Class T’s trackage. This is done so 
the railroad will not have to split the rail revenue with the short-line carriers:" 

Given that the various behaviors to foreclose competition conflicted with the stated 
puipose of the Staggers Act to promote competition and the evidence that this conduct has 
undermined competition and harmed shippers, it is not surprising to find that these issues 
have received a great deal of attention throughout the post-Staggers period. A variety of 
actions by the railroads to foreclose competition have been identified by shippers:’ but the 
STB has failed to take action to stop their practices. The list is long. The GAO identified 


30 Massa, Salvatore, “A Talc of Two Monopolies: Why Removing Paper Barriers is a Good Tdoa,” (2001 ) Transportation Journal, Winter Spring, 
p. 55 

^ Johnson, James C.. Diane J. McClure, Kenneth C. Schneider and Donald F. Wood. 2004. “Short-line Railroad Managers Discuss Their 
Industry.” Transportation, 31, p. 101 
Johnson, ct al. 2004: 101 

House Judiciary Committee Antitrust Task Force on Antitrust and Competition Policy, J Tearing on TLR. 1650 The Railroad Antitrust 
Enforcement Act of 2007, February 25. 200S; GAO, October 2008. 
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four major areas shipper demanded action to counter the anticompetitive conduct of the 
railroads. 

Reciprocal switching: This approach would allow STB to require railroads 
serving shippers that are close to another railroad to transport cars of a 
competing railroad for a fee. The shippers would then have access to railroads 
that do not reach their facilities... 

Terminal agreements: This approach would require one railroad to grant 
access to its terminal facilities or tracks to another railroad, enabling both 
railroads to interchange traffic or gain access to traffic coming from shippers 
off the other railroad’s lines for a fee... 

Trackage rights: This approach would require one railroad to grant access to 
its tracks to another railroad, enabling railroads to interchange traffic beyond 
terminal facilities for a fee... 

“ Bottleneck " rates: This approach would require a railroad to establish a rate, 
and thereby offer to provide service, for any two points on the railroad’s 
system where traffic originates, terminates, or can be interchanged. Some 
shippers have more than one railroad that serves them at their origin and/or 
destination points, but have at least one portion of a rail movement for which 
no alternative rail route is available. This portion is referred to as the 
"bottleneck segment”... 

Paper harriers: This approach would prevent or put a time limit on paper 
barriers, which are contractual agreements that can occur when a Class I 
railroad either sells or leases long tenn some of its track to other railroads 
(typically a short-line railroad and/or regional railroad). These agreements 
stipulate that virtually all traffic that originates on that line must interchange 
with the Class 1 railroad that originally leased the tracks or pay a penalty! 4 


M G AO, Freight Railroads: Industry Health TTas Improved, bul. Concerns about Competition and Capacity Should be Addressed. October 2006. 
pp. 44-50. 
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IV. MARKET CONDITIONS AND MARKET POWER 

Market power gives the railroads the ability to increase prices, but other factors affect 
the opportunity to exercise it. The exercise of market power is an effort to charge whatever 
the market will bear. What the market can bear reflects conditions on both the supply-side 
and the demand side. On the supply-side the question is “if prices are increased can 
competitors increase their output while charging lower prices, to steal customers?” On the 
demand side the question is, “what alternatives do consumers have that can substitute for 
the product whose price is being increased?” 

The economic environment of the past half-decade or so has raised the ability of the 
railroads to increase prices. In addition to concentration that has reduced head-to-head rail 
competition and anticompetitive practices that have further dampened the competitiveness 
of the sector, there are several key economic conditions that have enabled the railroads to 
intensify their abuse of market power. 

INADEQUATE CAPACITY 

Inadequate capacity has diminished the incentive and ability for railroads to compete 
on price. The impact of capacity shortages in an oligopoly market structure raises concerns 
because it increases the likely abuse of market power. Lacking spare capacity, railroads do 
not feel pressures to lower prices in order to increase traffic. Not facing vigorous 
competition, they do not feel threatened by others increasing capacity or pressure to increase 
their own capacity. 

In a truly competitive market, competition ultimately would decrease rates 
over time as additional capacity enters the marketplace either from existing or 
new railroads. 

Therefore, one might contend that currently high rail rates simply reflect the 
competitive marketplace at work. When demand increases, prices rise in order 
to efficiently distribute existing capacity and to encourage the addition of new 
capacity... 

But if the market is not truly competitive, this constant gravitation towards 
equilibrium does not occur. Supply remains artificially constrained, which 
keeps prices artificially high. This is an alternative explanation for what is 
occurring in the rail industry today. 

After a century of operating with excess capacity, the rail industry finally 
appears to have exhausted much of its capacity through a combination of 
abandonments, mergers and growing demand. There appears to be little 
incentive, however, for existing railroads to increase their own capacity levels 
needed to satisfy demand for rail service, and it is highly improbable that new 
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railroads could enter the market with sufficient new capacity due to substantial 
barriers to entry. 

A series of rail merger over the past 25 years has created a highly concentrated 
industry, resulting in rail duopolies in the eastern and western halves of the 
country. Even in markets that continue to be served by two railroads, there is 
little incentive to compete for business that the other is unable or unwilling to 
handle, when both railroads have tight capacity constraints. 

This capacity shortage has provided railroads with unprecedented pricing 
leverage over their customers. As duopolists, it is easy for the railroads to 
maintain this leverage by adding capacity only at the margins, rather than to 
meet total demand. This is consistent with rational monopoly behavior that 
increases prices by keeping capacity below competitive market levels, resulting 
an inefficient marketplace. As a consequence, supply shortages, in the fonn of 
capacity constraints, become endemic and rates remain perpetually higher than 
they would be in a truly competitive market. (Ficker. 2006, 290-291 ). 

As Morgan Stanley sees it, supply equaled demand in 2003 in terms of track and 
revenue ton miles (see Figure IV-I ). By 2005, demand exceeded supply in the Morgan 
Stanley analysis. Since then the trend has continued. Since 2003. there has also been a 
sustained increase in rates. 
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Source: Morgan Stanley. Transportation: Initiation oj Coverage: Rails Have More Room to Ran on Pricing, 
May 7. 2007, p. 6. 
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E nergy Prices 

Rising energy prices have expanded the opportunity for railroads to increase prices on 
both the supply-side and the demand side. On the supply side, rising fuel prices hurt trucks 
much more than railroads (see Figure I V-2). This enables the rails to increase prices and still 
not lose traffic to trucks. 


Figure I V-2: Truck Kail rales 
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Source: Morgan Stanley. Transportation: Initiation of Coverage: Rails Have More Room to Run on Pricing, 
May 7, 21107, slides, p. 9, 


As Morgan Stanley put it: 

Beyond re-pricing, we believe rail rates remain far below those of 
competing trucking. Truckload (TL) carriers continue to face significant 
cost pressures from driver turnover, rising fuel prices, new engine purchase 
requirements, and highway congestions. None of these cost pressures appear 
to be abating. As such, we believe TL carrier will continue to push, when 
possible, on rates. This should give rails ample opportunity to raise prices on 
truck-competitive business (which we estimate is only 20-30% of the volume), 
as average rail intermodal rates remain 65% below average truck rates on a 
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per-loaded-mile basis and 15% per load in comparable lanes. Moreover, rail 
shipping is roughly five times more fuel-efficient than truckload on a ton-mile 
basis. If fuel prices continue rising, the impact of fuel surcharges from trucks 
should make rail an even more competition option for shipper.” 

On the demand side, rising energy prices increase the cost of alternative fuels, fuels 
not delivered by rail, to utilities. The railroads have more headroom to extract higher prices. 
Because the trucking industry and the coal industry are more competitive than the rail 
industry, they have less ability to capture the rents. They would compete the prices down 
and consumers would not have had to pay them. When the rail industry uses its market 
power to capture the rents, it imposes an additional burden on the public that, absent the 
exercises of rail market power, the public would not be force to bear. 

At the same time, higher natural gas prices increased demand for utility coal, 
giving us higher volumes and more pricing power. In general merchandise as 
well, higher demand for our transportation services, along with our continuing 
efforts to improve service, have provided growth opportunities. 

It is a good time to be in the railroad business, as revenues reflect. The 
financial markets also have noticed, with rails considerably outperforming the 
Standard & Poor’s averages. Obviously, the state of the industry is robust, 
and we have every reason to be optimistic about the future. At the same time, 
we continue to face challenges, some driven by our own success. They 
include capacity constraints, the need to improve service reliability and 
consistency, the threat of re-regulation, and the handling of highly hazardous 
materials. ” 

Figure IV-3 shows monthly refiner acquisition costs of crude oil over the period from 1974 
to 2008. We take the natural log of the price to show the rate of growth of oil prices. Just 
prior to the passage of the Staggers Act prices spiked giving railroads their first opportunity 
to capture rents from coal by increasing prices. In the half-decade since 2002 we again see a 
dramatic increase in energy prices. The availability of rents triggers price increases on 
captive traffic. 

The rail industry has also come to benefit from being insulated from the business 

cycle. 


Railroads will be less impacted by economic trends than other freight 
transportation companies (parcel and trucking). Recall that roughly one-third 
of the railroads’ volumes are commodities with low' GDP sensitivity, such as 


Morgan Stanley, 2007 p. 7. 

JlJ Moorman, Charles Tv. 2007. Freight Rail Perspective on Capacity Issues. Research to Enhance Performance. Washington. D.C.: 
Transportation Research Board, p. 38 
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grain and coal. As such we believe railroads can be a good defensive play inlo 
a downturn, while offering growth outside of the economic cycle. 


Figure IV-3: Rising Energy Prices Trigger Rem Seeks by Railroads 

Refiner Acquisition Cost of Crude 



Source: Energy In for muiion Administration, Refiner Acquisition Costs. Petroleum Prices database. 


Tin: Decline of Competitive Riyairy 

Market power, tight capacity, available rents, and insulation front the business cycle 
combine to change the fundamental competitive behavior in the industry. A tight oligopoly 
at the national level, a duopoly in the two major regions in the country and a monopoly in 
many markets at the local level makes it more likely that the recognition of mutual interest in 
avoiding competition will prevail in price setting, With duopolies in the east and west, the 
rails learn how to reduce competitive rivalry. 

Evidence was also found that once deregulation occurred, market-share 
instability began to decrease exponentially, suggesting that railroads were 
learning to avoid competition in the new regulatory environment. While this 


*' Morgan Stanley. 2007, p. 4. 
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interpretation is supported by the regression results, another interpretation is 
possible. It is possible that the increase in market share instability following 
deregulation may not be an event distinct from the process of learning how to 
avoid competition. The post-deregulation increase in instability may, in fact, 
be part of an adjustment process that brings about more stability. 

But regardless of which interpretation is correct, the regression results suggest 
that as experience with deregulation grows, competition in the railroad 
industry will again approach levels experienced prior to deregulation and that 
examples of competitive performance in the early years of deregulation will 
become less and less frequent. If this suggestion is correct and can be 
generalized, the further implication is that when industry structure 
approximates classic oligopoly, as the railroad industry does, a procompetitive 
government policy does not imply absence of a role for government but, 
instead, increases the responsibility of government to enforce vigorously 
antitrust policy, that collection of statutes, administrative law, and judicial 
ruling developed to insure competition in industries not subject to economic 
regulation." 

Wall Street sees the current economic circumstances as inviting for such behavior. 

[0]ur analysis of railroad revenue and contracts, combined with our shipper 
survey (to be published later this week), gives us confidence that pricing well 
above inflation is sustainable through 2010. In addition, we believe that a new 
generation of post-deregulation management may avoid the competitive 
excesses that pressured railroads pricing in the past.” 

Mgmt. affirmed that it will not sacrifice price to get back vol. And suggested 
that the sweet spot for UNP was perhaps with even fewer vols. Still, pricing 
remains firm and UNP has the biggest opportunity among the rails to reprice 
its legacy contracts. We believe UNP also has significant productivity/margin 
upside from reducing re-crew costs, increasing train lengths and managing 
corporate expense. 

In addition, management made it clear that some of the softness in rail 
volumes is clearly market share losses as the rails focus more on margins and 
returns are willing to price some business off the rails that probably never 
belonged on the rails to begin with (i.e. some short-haul intermodal and rocks 
business as examples). This issue has been compounded in the near term by 
excess truck capacity and negative y-o-y trucking rates. Management also 
made it clear that over the next few years investors should be prepared for the 


38 Fitzsimmons. Edward, and James Knudsen. 1991. Market Share Instability among Class I Railroads and the Impact of Deregulation. Quanerly 
Review of Economics and Business. 32:2. Summer. 

Morgan Stanley, 2007. p. 5. 
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possibility that UNP walks away from some large contracts that are set to re- 
price, if they cannot agree upon an acceptable return. 

The focus will be on pricing and margins, which we believe should drive UNP 
beyond its mid-70’s operating ratio target by 201 0; 

Phrases like “avoiding competitive excess,” “not sacrifice price to get back vol.” are 
euphemisms for the existence of market power. 


Bear Stems. Union Pacific, September 10, 2007. pp. 1.2. 4. 
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PART III: PERFORMANCE: 

THE ABUSE OF MARKET POWER IN THE RAIL INDUSTRY 
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V. THE IMPACT OF M ARKET STRUCTURE: PRICES 
N ationa i . Rate Increases 

After the mega-mergers were completed, a significant period of service disruptions 
occurred that occupied the attention of the rails, shippers and regulators. When die service 
problems moderated, rates for the most captive traffic began to rise. When rail capacity 
became tight and energy price rose, the increase in price accelerated. 

At the national level this can been seen in the uptick in the amount of freight that was 
charged over 300 percent of variable cost, but the data compiled by the GAO ends where 
the largest price increases were just beginning" Unfortunately, the most recent publicly data 
available from the STB only extends to 2005. While it suggests a sharp increase in rates for 
captive traffic, it too misses the large run up in prices in recent years (Surface Transportation 
Board. Commodity Revenue Stratification Report various years) 

For more recent years we must turn to private sector sources. Annual reports from 
the railroads and Wall Street projections indicate rapidly rising revenues. As shown in Figure 
V-l, revenues are growing rapidly. 

Figure V-l: Revenue of the Four Major Freight Railroads tBNSF, CSX, NS, VP) 
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Source: Actual 2004-2007. Annual Report v. Kslimalcri 2008-2010. (.’oldnian Sachs. Americas: Transportation: 
Railroads, September 23. 2008 


CJAO Freight Utillnkhis Fntllwhion ObservtutoHs on Utiles CamptMlan aid Cti/amh Inara. Jmac 2I, 20U6. p. 16, 
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Although revenues are not a perfect indicator of rates, we do know that over the 
period covered in Figure V-l volume growth has been sluggish? Clearly, a large part of the 
increase hi revenues has come from rate increases. There is little wonder that Wall Street is 
bullish on rail pricing power. 

To review the background. In the 20+ years after deregulation, railroads shed 
unprofitable lines, reduced capacity, eliminated excess headcount and 
consolidated from 39 large railroads to 7 today. These decade-long changes 
brought rail capacity in line with demand for rail transportation by roughly 
2003-04, such that pricing reversed its seemingly endless downward march. 

At first, the industry took slight increases in rates on certain merchandise 
traffic as capacity began to limit the railroads’ ability to grow volume. As 
these yield initiatives succeeded, the railroads began the process of re-pricing 
their oldest legacy contracts, which were established well before 2004 when 
rails needed volume. With their networks now frill, rails began to move the 
legacy contracts up to market and price on a fully-allocated basis (i.e. including 
the cost of capital). In some case, this resulted in rate increases of 30%+ for shippers ... 

Repricing of legacy contracts isn’t finished. Based on our latest rail 
shipper survey, we estimate that 20% of the business on the rails today is still 
moving under legacy contracts that have yet to be re -priced. Specifically, 
international intermodal and utility coal still have a number of long-term 
contracts below market (especially at the Western railroads). Although days of 
6-8%+ pricing on a quarterly basis may be behind the rails, we see rail pricing 
continuing to rise 3.5%-6% (depending on the company) for at least the next 
3 years. In fact, a number of railroads claim they did not find the point of 
price elasticity durmg the first round of renewals, which implies there may be 
further rate hikes as these contracts come up for renewal a second time." 


Morgan Stanley projects double digit increases in legacy contract (as shown in Figure 

V-2). 


6 ‘ MoTgan Stanley, 2007, p. 14. 
" Morgan Stanley, 2007: 5. 
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Figure V- 2: Pricing Power and Revenue Growth 
Still a Fair Amount of Legacy Contract Roprlclng to Go 
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Cumulative Railroad Revenue Growth from Pricing, 2007E-2010E 



Source: Morgan Stanley. Transportation: Initiation of Coverage : Rails Have More Room to Run on Pricing, 
May 7. 2007. Slides, pp. 6-10. 
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In spite of the looming recession. Wall Street remains bullish on the rails for the three 
reasons identified in the last section. 

The long-term outlook for US railroads remains very favorable due to continued 
pricing power, relatively steady end-market conditions, and a competitive fuel efficiency 
advantage over other forms of commercial transportation. ' 

SlIRCHARGKS 

The rates discussed above do not include fuel surcharges and other add-ons that have 
skyrocketed in recent years. As Figure V-3 shows, these surcharges increase eightfold 
between 2002 and 2005 and they have continued to mount since then. 


Figure V-3: Miscellaneous Revenues 

Figure 4: Miscellaneous Revenue Tracked In Carload Waybill Sample. 2000-2005 
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Source: l US. Government Accountability Office, Freight Railroads: l piloted Information on Rates and 
Competition Issues, September 25, 2007. p. II. 


(joidmai Sftctu. Amrricm Trtmip>owtli»i RmtrouJi. Scpiomhct2V JtOOK, p. I 
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Fuel surcharges, in particular, have become a major source of price increases for the 
rails and are likely to remain so, as Morgan Stanley put it “we believe more of the future 
pricing upside will come from rate escalators embedded in new contracts that ensure 
the rails will see price increase every year across most of the portfolio.” A study for the 
American Chemistry Council argues that between 2004 and 2007 more than half of the fuel 
surcharges collected were actually an over-recovery (see Exhibits V-4). 

Figure V-4: The Growing Importance of Fuel Surcharges as a Rail Profit Center 
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Source: Snavefy. Kins. Majoros O'Connor & Lee, Analysis oj Rail Fuel Surcharges During the Period 2003- 
200 ? , Washington, D.C.: July 25, p. 9. 


More recent data for the beginning of 2008 indicates that the trend has continued. 
Excessive fuel surcharges have become a major component of the rising cost of rail service, 
as shown in Figure V-5. 


Vft>rg*n Stanley 2007 p. 6 
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Figure F-S: Fuel Surcharges Become a Profit Center 


Increase* In BNSF Average Fuel Surcharge Revenue Per Cmr 
Versus Fuel Expense Per Car 
(1st Half 20081 
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Source: Kscalation Consultants. 
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VI. Tut Importance of Competition: 

P rice Increases in Locai. Markets for specific Commodities 

In the discussion of market structure we showed that the national figures obscure 
much larger problems because rail markets are local or regional and different products have 
very different characteristics, making product markets very distinct. The local product and 
geographic markets are more concentrated than the national market. Therefore, we would 
expect that the pricing impacts of market structure are more pronounced in specific product 
and geographic markets. 

GEOORAPltir AND PRODUCT MARKETS 

We can begin with the GAO analysis that looked at the overlap of local market 
structures and the amount of traffic moving at rates above the captive threshold of an RVC 
ratio of 1 80 percent. The GAO focused primarily on the monopoly situations, rather than 
the broader issue of lack of competition and found that: 

Our analysis shows that some areas of the country with access to only one 
Class I railroad have higher levels of traffic traveling at rates over the statutory 
threshold for rate relief. This situation may reflect reasonable economic 
practices by railroads in an environment of excess demand, or it may represent 
the abuse of market power.... When combined with comments from 
participants and our expert panel and interviews with shipper and railroad 
groups, the results of our analysis suggest that shippers in selected markets 
may be paying excessive rates, meriting further inquiry and analysis." 

The suggestion that either a capacity shortfall (excess demand) or abuse of market 
power may be the cause of the problem points to a market structural problem in both cases. 
The lack of competition has allowed to the rail industry to shrink capacity to the oint where 
it can exercise market power. There are other observations that can be offered by expanding 
the consideration of market structure. 

• Those areas served by five or more railroads tend to have lower rates. 

• Those areas served by one Class I railroad that are close to water tend also 
to have lower rales. In other words, the lack of competition results in 
higher prices. 

This conclusion is reaffirmed when we examine the difference between rates paid for 
commodities that are shipped under different competitive circumstances. Figure Vl-I 
compares the rates paid for captive and non-captive shipments of specific classes of 
commodities on the four major freight railroads. 


GAO. Oaobci. JW*. pp. !M* 
GAO October 200S. pp. 14. S7, 
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The ratio of captive to competitive rates for four commodities that are frequently 
captive are shown for 2003 and 2007. There are two important points. 

• First, in 2003 captive traffic was charged about 75 percent more than 
competitive traffic. 

• Second, for three of the four commodities captive traffic rates increased much 
more than competitive rates by 2007. The tightening of capacity and rising 
energy prices combined with rail market power to increase rates on captive 
commodities. 


Fillin’ 17 - 7 : Cost of Captivity 2003:2007: Ratio of Captive Rate to Non-competitive 
Rates 


2.S 
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Commodity and Railroad 
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Source: Kn-ituiion CwmillanK Waybill Sample. 


Having observed the impact of captivity separately in geographic and product 
markets separately, when we examine specific product and geographic markets we find very 
large differences in matched comparisons of movements of specific commodities on specific 
routes (See Figures VI-2, Vl-3, and VI-4 >. Captive shippers pay a heavy premium The 
most striking effects can be seen in rates on routes for captive commodities that lost 
competition during the wave of mega-mergers. On the four routes shown, mergers 
eliminated competition in die mid-1990s. The share of traffic where rates exceed 300 
percent of variable costs skyrocketed after the mega-mergers of the 1990s. affirming the 
earlier findings. 
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Figure Vl-2: RVC Ratios for Pacific Northwest Wheat Shipments 
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Source: “Testimony of Wayne llursl. National Association of Wheal Growers,** House Committee on 
Transportation ami Infrastructure. Hearing to Review Rail Competition and Sen ice, September 25. 2007, p. 8. 


Figure VI-3: RVC Wheat Shipments Nebraska - Pacific Northwest 
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Figure VI-4: Upper Midwest Grain Shipments 

Figure 0: Comparison of Ratos Charged on Long-distance Grain Routes. 1007-2004 
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Source: t'.S. Government Accounts bilily Office. Freight Railroads: Industry Health Has Imprmvd, But 
Concerns about Competition and Capacity Should he Addressed, October 2IMK*. pp. 24. 


As shown in Figure Vl-5 Prior to the mega-merger there w as little, if any traffic that 
moves at an R/VC of 300 percent. After the mergers, almost half moved at that level. In an 
industry where an average R/VC ratio of 130 to 150 percent is what is needed to achieve 
revenue adequacy, rates at 300 percent are excessive. 
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Figure Y'l-5: Post Merger Rate Increases on Individual Routes 

Figure 8: Percent ol Tonnage Traveling Over 300 Percent R/VC. 1 085-2004 
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Figure 19: Long-dislanc© Grain Route Changes in Percentage of Tonnage Traveling 
at Rate« ovor 300 P«rc«nt R/VC. 1985-2004 
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Source: I'.S. (iovernmenl Accountabilil) Office. Freight Railroads: Industry Health Has Improved. But 
Concerns about Competition and Capacity Should he Addressed, October 21106. pp. IK. 23. 
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The Importance ok Competition 

The previous discussion highlights the importance of competition in ensuring 
reasonable rates by highlighting the exit of a competitor from the market. We observe a 
similar effect with entry of a rail competitor. As Figure VI-6 shows, rates fell by 50 percent 
in one of the rare instances where there was new entry of competition. 


Figure VI-6: Eiun of Competitive Rail 
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Source: 1 .S. Qivcmmvnl \ccount*l>ilil) Office. Freight Railroads: Industry Health lias Improved. Hut 
Concerns about Competition and Capacity Should he Addressed. October 2006. p. 23. 


Most of the previous examples involve rail-to-rail competition. The beneficial effect 
of competition is evident in those instances where water-to-rail competition exists, as shown 
in Figure VI-7. 
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/■'if’iire Vl-7: Water-Rail Competition 


to Now Orlwns, Louisiana. Economic Area and Champaign. Illinois. Economic Area 
to Atlanta. Georgia. Economic Area. 1000-2004 
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The experience in the past decade suggests that the presence of competition results in 
rates that are substantially lower. Captive shippers pay a premium 75 to 100 percent 
compared to similar movements in competitive markets and the cost of captivity has been 
rising substantially in the past half decade. 


Service Quality 

The second area where we wotdd expect to see performance effects of an imperfect 
market structure is in the realm of service quality. In one respect the negative effects of 
mergers were clear. The initial complaint about the mega-mergers of the 1990s focused on 
serious service quality problems that occurred when the huge new railroads had severe 
difficulty integrating their operations. 
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The three mega-mergers of the 1990s have all been plagued with problems. It 
took BNSF much longer than expected to operationally merge the two 
railroads... 

By 1 998, two economists estimated that the Union Pacifrc/Southern Pacific 
merger had already cost American shippers $2 billion:* 

As background, UNP, historically considered a service leader, has struggled to 
regain its former glory from a service and operational standpoint ever since 
the SP merger. However, the Unified Plan has now been in place for roughly 
two years (the general timeframe before we saw a step changed in operations 
from operating plans at other railroads), and we believe operations are 
showing significant progress.® 

The service quality problem is not restricted to the post merger period. It is chronic. 
While there is no doubt that service quality unproved after Staggers, it is also clear that 
current levels of quality leave a great deal to be desired. 

Rail on-time service is still rated poorly by shippers (relative to other modes). 

If there is an Achilles’ heel to the pricing story, it is that rail service, which has 
improved from the terrible levels we witnessed following the mega-mergers in 
the 1990s. is still quite poor when compared to other freight transport modes. 

Parcel and truck service levels are perceived to be far better than what the rails 
deliver. In fact, CSX noted on its conference call with analysts that on-time 
performance has improved to 64% for the past 13 weeks. While this is up 
from the very poor 46% on-time arrivals for CSX’s shipments in 1Q06, we 
would be hard-pressed to describe a service where 36% of shipments arrive 
late as “good.’ By comparison, UPS and FedEx post on-time delivery metrics 
above 90% consistently.” 

The freight transport system is operatmg at full capacity for much of the year. 
Operating at capacity makes maintenance and expansion of the system 
difficult and leads to chronic delays in the shipment and receipt of goods. 

Freight rail capacity in the United States and Canada is limited and rail system 
performance is deteriorating. . . Despite poor performance, fuel surcharges and 
increased freight demand have allowed U.S. Class I railroads to continue to 
raise prices 11 

Even under normal circumstances, it appears that railroads are not able to 
manage reliability well. While the timing and speed of trains are centrally 
controlled, the fact that most freight trains do not run a fixed schedule means 


ss Larson and Spraggins 2000: 36) Larson, Paul, D. and H. Barry Spraggins. 2000. The American Railroad Industry: Twenty Years After 
Staggers. Transportation Quarterly. 5, p. 2. 

59 Morgan Stanley, 2007. p. 55. 

711 Morgan Stanley, UPS, 2007, p. 15 
71 Ortiz, et. al 2007: p. 2 
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that many shippers do not know when their freight will leave the terminal and 
arrive at its destination. Shippers have complained to STB about a general 
lack of reliability and dial their freight sometimes gets lost. 

Shippers offer evidence that service quality problems are more likely to occur on 
captive traffic (see Figure VI-8). 


Figure 1 '11-8: Past Due Grain Orders 
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Source: “Testimony or Wayne Hurst. National Association ot W heat Growers" bvlorc the House Committee 
an Transportation and Infrastructure, Hearing to Review Rail Competition and Service, September 25. 2U»7. p. 
3. 


Poor service has an impact not only on the functioning of the railroads, but also on 
the broader economy. When capacity is inadequate, short lines and shippers are placed at a 
disadvantage and the economy suffers. 

The last problem involving Class 1 carriers is that when their service levels are 
deficient, it affects short-line carriers. Thus, shippers become so frustrated 


WeMherfont 2008. p. 31. 
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that they stop shipping on rail and switch to truck. In some cases, this 
business is permanently lost to the rail industry. This was the situation 
immediately after the merger between the Union Pacific and the Southern 
Pacific. Other shippers contend that rail service is habitually sub-standard. 


Johnson, et al. 2004. p. 1020. 
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VII. PROFITS, EXCESS PROFITS AND CROSS-SUBSIDIES 

P ROFTT ABILITY 

While profitability is only one of the indicators of market performance, it receives 
and deserves a great deal of attention. In the rail sector it takes on particular importance 
because the issue of revenue adequacy was built into the statute and plays a key role in 
triggering regulatory protection for captive shippers. Throughout the Staggers era revenue 
adequacy has been highly controversial. 

The insistence by the ICC that virtually no railroads in the industry are 
revenue adequate, even though they are generating the billions of dollars in 
liquid assets to fund large acquisitions only reinforces our conviction that 
proper regulatory oversight is lacking. No single fact better underscores the 
failure of the ICC to properly execute its responsibility than the completely 
contradictory conclusion about the financial health of the railroads recently 
reached by the ICC and the Department of Transportation (DOT) (Cooper 
1985a, p. 3). 

Railroads ought to be able to cover total operating expenses, to earn a 
reasonable return on their capital and to cover the costs of inflation to pay for 
new and old capital, as well as to provide a sound means of transportation for 
the nation. However, there is no economic rationale for allowing railroads to 
extract monopoly rents from captive shippers. By vastly overstating the 
revenue needs of railroads, the Commission has literally written the ticket that 
will allow the railroads to do just that. A proper evaluation of adequacy must 
be made which will distinguish betw-een railroads which are truly inadequate 
and those w'hich are simply deemed inadequate by a faulty definition.” 

The dramatic rise in prices in the past half-decade was not driven by cost increases. 
As a result, the net income of the railroads has skyrocketed, more than doubling in a mere 
four years (see Figure VTT-1 ). Return on invested capital has almost doubled over that 
period. 


Earnings per share have increased even faster and Wall Street expects the trend to 
continue (see Figure VII-2). Through the first three quarters of 2008, "rail stocks are up 
0.6% YTD on average, outperforming the broader S&P 500 Index by 3,225 basis points: 5 


Cooper, Mark. 1986. Railroad Antimonopoly Act of 1986. Subcommittee on Commerce, Transportation and Tourism of the. Energy and 
Commerce Committee. U.S. House of Representatives. .Tune 5., p. 4 
75 Goldman Sacks. 2008. p. 1. 
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Source: Surface I ranspoi laiion hoard. Class I Freight Railroads - Selected Earnings Data. 2008 is last 1 2 
months. 

Figure ( 7 1-2: Earnings Per Share 



Source: Actual 2004-2007, Annual Reports; Kstimulcd 2008-2010, (ioldman Sachs Americas: Transportation: 
Railroads. September 23. 2008 
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The dramatic improvement in profitability in the rail industry is obvious to 
knowledgeable observers. As Morgan Stanley noted "The outsized growth in railroad 
profitability over the past few years has given management less leverage in the current 
ongoing negotiations with labor.' 

What goes on in the real world, however, bears little relationship to what goes on at 
the STB. In spite of the strong performance on Wall Street, the STB still concludes that the 
railroads are overwhelmingly revenue inadequate. The mistaken conclusions reached by the 
STB reflect the long-standing flaws in its approach. While the rails are deemed to be 
revenue inadequate at the STB, on Wall Street they are earning their cost of capital and then 
some, as shown in Figure VI 1-3. 


Figure VI 1-3 : Rail Industry Cost of Capital and Return on Investment 
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UBS predicted continuing increase in the railroad rate of return through 2008 based 
on the pricing power that the railroads enjoy, in spite of the weakening economy. We now 
know that the economy was in recession for the entire year. Notwithstanding the recession, 
as Figure VIM shows, the rail industry exceeded the UBS forecast. The increase in net 
income and return on investment was driven by price increases. Revenue ton-miles were up 
a meager .7 percent, but rail revenues were up 12 percent and net income was up by 20 
percent. At the UBS weighted average cost of capital of 95 percent, all four the major 
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railroads had a return on investment that exceeded the cost of capital, and six of the seven 
freight railroads did. The STB uses a higher figure for the revenue adequacy threshold, but 
even at the STB estimate two of the major freight railroads were at or above revenue 
adequacy. If the STB used a reasonable cost of capital, the excess profits in the rail industry 
would equal about $1 billion in 2008. 
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Figure VI 1-4: Return nit Met Investment 2007-2008 
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Embedded in these income and profitability numbers is an important and troubling 
aspect of rail traffic and revenues. It is remarkable to fmd that more than a quarter of a 
century after the passage of the Staggers Act over one-quarter of the traffic carried by the 
rails (as measured by variable cost) is non-compensatory. The most recent data, which are 
for 2005, show that 28 percent of the traffic carried by the freight railroads does not cover 
its variable costs (See Figure VII-5), The losses on this traffic equal $2.1 billion or 14 
percent of the gains on the compensatory traffic. This is a very substantial drag on the 
bottom line. 

The share of non-compensatory traffic is larger than the share of captive traffic (RVC 
> 1 80). Traffic above 1 80 percent is about 1 8 percent of the total (measured by cost). 
However, captive traffic accounts for about two-thirds of contributions to fixed costs 
(revenues above variable costs). Captive shippers represent less than one-fifth of total costs 
but provide two-thirds of the profit. The average revenue-to-variable cost ratio for captive 
traffic is 239 percent. Captive coal and chemicals traffic account for about 35% of all 
profits even though they account for only 14% of total revenues. 
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Figure VI 1-5: 2005 Revenue and Variable Costs 
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Source Surface Tramporiation Board. Commodity Revenue Stratification Report for 2(105 


If the drag on rail income caused by non-compensatory traffic were eliminated (either 
by raising rates to a compensatory level or shedding the traffic) and the reduction of that 
burden were used to alleviate the burden home by captive traffic, the revenue-to-variable 
cost ratio on captive traffic would decline to 205 percent. 

Estimating the impact of excessive returns is a more complex task. There are two 
major components of excessive returns, both subject to debate. How much should railroads 
earn is one major issue. A second issue is how assets should be divided between equity and 
debt. By relying on expensive equity, the railroads increase their cost of capital. Morgan 
Stanly believes that the railroads are under leveraged and can increase borrowing to buy back 
stock and increase shareholder value. 

For example, on an after tax basis, rails can borrow at roughly 4% today. 

Given our view's that the pricing story is secular and durable for years, 
railroads that are disciplined in allocating capital to new projects should have 
plenty of balance sheet capacity to leverage up and buy back shares. If each of 
the rails issued debt to repurchase shares to the point where debt-to-total 
capital ratios equaled 60% (today they stand at 40-50%) in each of the next 
three years, we estimate that the companies could buy back 5-20% of their 
market capitalizations at today's prices. The implication of a buy-back of this 
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magnitude at today’s prices is significant, especially if you believe such actions 
would lead to substantial multiple expansion. 

The UBS weighted average cost of capital is almost two percentage points lower titan 
the STB calculated weighted-average cost or capital. For 2007. UBS shows rails exceeded 
their cost of capital by a full percentage point. Comparing the STBs return on net 
investment to the UBS cost of capital, the industry as a whole exceeded its cost of capital by 
0.6 percent in 2007 and 1 .7 percent in 2008. For 2008 this is more than $1 billion. 
Increasing the debt ratio as suggested by Morgan Stanley would lower the cost of capital by 
almost another percentage point, almost doubling the excessive returns. In total, the 
railroads would have over $2 billion in profit above their cost of capital. 

If oversight of the industry were to eliminate excess profits and cross subsidies, the 
industry would be revenue adequate at a revenue-to-variable cost ratio of just under 150 
percent (see Figure VI 1-6). The revenue-to-variable cost ratio on captive traffic would fall 
from just under 240 percent to 180 percent. 


Figure VI 1-6: Revenue to Variable Com Ratios 
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Source Surface Transportation Board. Commodity Revenue Stratification Report fur 21105 for RAT rations: 
excess profits calculated as achieved return minus C'AI'M cost of capital. 
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VIII. CONCLUSION 


This review of the state of the rail freight industry demonstrates that the mergers of 
the mid- 1 990s have created a highly concentrated market structure in which neither 
intramodal competitive forces within the rail sector nor intennodal competition from trucks 
and water transport is sufficient to discipline the abuse of market power. Anticompetitive 
conduct has further weakened competition by undermining interline traffic. The STB has 
done little, if anything, to prevent or diminish this abuse. With captive shipper rates and rail 
profits escalating rapidly the harm to consumers, shippers and the economy is mounting 
rapidly. The need to address this growing national problem is urgent. 

The STB has failed to implement the captive shipper and procompetitive provisions 
of the Staggers Act to protect the public. We identified this central problem a quarter of a 
century ago. It has festered ever since and, as we have shown in the above analysis, now 
costs consumers billions of dollars per year. 

The captive shipper provisions in the Staggers Act were intended to ensure 
that the creation of a financially viable and economically sound rail network is 
achieved in an equitable and efficient manner. The Act identifies revenue 
adequacy as a primary goal and allows differential pricing - price 
discrimination - in pursuit of that goal. However, neither the revenue 
adequacy principle no differential pricing was intended to be a blank check. 

Congress expected that some price discrimination would exist in the railroad 
industry by setting a high jurisdictional threshold, but it also intended to 
restrain price discrimination. 

It allowed for flexible jurisdictional thresholds. 

It stipulated that management had to be honest, economic and efficient. 

It required the maximization of revenues from competitive traffic. 

It stated that even in the quest for revenue adequacy the burden placed on 
captive commodities, such as coal, should not be onerous (Cooper 1986, p. 9). 

Section 203 of the Staggers Act, the “Long-Cannon Amendment, the essential 
compromise that led to the passage of the Staggers Act in 1 980, states that. . . 

(c) In determining whether a rate is reasonable, the Commission shall 
consider, among other factors, evidence of the following: 

(i) the amount of traffic which is transported at revenues which do not 
contribute to going concern value and efforts made to minimize such 
traffic: 


73 



356 


(ii) the amount of traffic which contributes only marginally to fixed costs 
and the extent to which, if any, rates on such traffic can be changed to 
maximize the revenues from such traffic; and 

(iii) The carrier’s mix of rail traffic to determine whether one commodity is 
paying an unreasonable share of the carrier’s overall revenues. 

Unfortunately, the ICC has robbed consumers of these protections by ignoring their 
provisions and abusing its discretionary authority under the Act. Instead of balancing the 
interests of railroads and consumers, the ICC has decided virtually every issue in favor of the 
railroads, creating an environment in which regulation no longer restrains monopoly power. 
Under current administrative procedure the ICC has built such a massive regulatory 
framework and publicly embraced such a strident economic theory that it is virtually 
impossible for maximum rate regulation to be changed without congressional action 
(Cooper 1985a, p. 5). 

As outlined in the policy recommendations section in the Introduction, Congress 
should address three broad areas. 

First, it should restore antitrust oversight over the rails. 

Second, it should reform the regulation of captive shipper rates by mandating captive 
shipper thresholds be set at a RVC ratio of 180 with cost plus a reasonable rate of return as 
the guiding principle and rate of return set by the CAPM model; shifting the burden to the 
railroads and reforming the small shipper complaint methodology. 

Third, it should ensure the STB has the resources and manpower to effectively 
implement these captive ratepayer protections. 
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